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Accounting News And Trends 


Some Comments on Materiality 

There are three related but distinct 
phases to the question of materiality ac- 
cording to Mr. Ernest J. Hicks in 
“Some Comments on Materiality” (THE 
ARTHUR YOUNG JouRNAL April 1958). 
The first involves presentation and re- 
porting; the second, the development of 
the audit program; and the third, the 
execution of the program. 

Most of the references to materiality 
in authoritative accounting literature 
concern the first phase and the decision 
will normally turn upon the relation 
between the amount of the item in ques- 
tion and an appropriate basis of com- 
parison. The selection and use of the 
criterion by which the materiality of 
the questioned item will be determined 
call for the exercise of the highest de- 
gree of judgment. 

In developing the audit program, de- 
cisions as to materiality take two gen- 
eral forms. One is the determination of 
minimum amounts of items to be ex- 
amined in connection with audit pro- 
cedures: for example, in testing in- 
ternal control over cash disbursements, 
the auditor may decide not to examine 
invoices with respect to any checks 
under $100. In establishing minimums, 
the basic principle is that they should 
be set low enough so that the product 
of the number of expectable erroneous 
items under the minimum and the aver- 
age amount of such items will not be 





ACCOUNTING NEWS AND TRENDS is con- 
ducted by Cuartes L. Savace, CPA 
and member of the New York Bar. He 
is presently serving as a member of our 
Society's Committee on Legislation. 
Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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sufficiently substantial to constitute a 
material amount. The other aspect in. 
volves the determination of how far to 
go in investigating exceptions that arise 
in the audit. For example, if during 
the year the client has purchased a 
minority interest in a company whose 
securities are not actively traded, the 
extent of the examination of the invest 
ment will be influenced by the amount 
of the item and its relation to other 
amounts in the client’s financial state. 
ments. 

In the carrying out of the audit pro- 
gram a proper consideration of materi- 
ality enables the auditor to avoid the 
inconsequential. For example. in verify- 
ing prepaid insurance, an error of $238 
can almost certainly be disregarded, or 
at most, simply called to the client’s 
attention. On most engagements amounts 
many times larger than this could be 
viewed similarly, unless they were part 
of a pattern of errors in which case ex- 
tension of tests or other appropriate 
action would be required. ; 

The author makes an important point 
with respect to materiality and working 
paper content. Immateriality is never 
a proper basis for including inaccurate 
information in audit papers. Materiality 
should be considered, at the proper 
staff level, in deciding what information 
is to be included. However, once a deci- 
sion is made, information placed in the 
papers should be complete and _accu- 
rate. If it is felt desirable to use ap- 
proximations, they should be clearly 
labeled as such and the means of arriv- 
ing at them disclosed. 


Proposed Changes in AICPA’s Rules 
of Professional Conduct 


The NEWSLETTER (July 1958) of the 
Arkansas Society of Certified Public 
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| Accountants reprinted a letter from the 





Committee on Professional Ethics of the 


AICPA addressed to State Societies and 





_ State Boards of Accountancy proposing 


changes in the Rules of Professional 
Conduct. The letter solicited “an ex. 
pression of opinion and _ consiructiye 
criticism” on these three proposals: 
1. An addition to Rule 7 stating that 
. . a member shall not perform any 
services for a former client of another 
public accountant without prior notice 
to such predecessor accountant.” This 
will make mandatory a procedure which 
the Committee has recommended for 
many years as an important matter of 
professional courtesy. 

2. Rule 10 (a) should be changed 
to read, “Publication in a newspaper, 


“ee 


| magazine or similar medium of an an- 
| nouncement or what is technically known 


as a card is prohibited.” This is in- 


| tended to eliminate publication of so- 


called cards announcing change in part: 


| nership, establishment of a new office, 


or a change of address. 
3. Rule 10 (b) which pertains to a 


| paid listing in a directory should be 


changed to add specific language pro- 


| hibiting the listing of the same name in 
| more than one place in a classified di- 
rectory. Although this matter, is being 
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controlled by most state societies, it is 
believed desirable that there be uni- 
formity throughout the country. 


Auditing Standards and the Audit of 

Municipalities 

Continuing the discussion of the ed- 
ucational bulletins issued by the Kansas 
Society of CPAs on “Auditing Stand- 
ards and the Audit of Kansas Munici- 
palities” (see August 1958 issue). let 
us now consider Bulletin No. 2. It dis- 
cusses the Audit Report and was re 
leased in the Kansas Society’s NEWSLET- 
TER of June 2, 1958. 

The results of the accountant’s éx 
amination should be reflected in his re- 
port to the governing body, and it- 
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formative disclosures, whether in the fi- 
nancial statements or in the comments, 
are to be regarded as reasonably ade- 
quate unless otherwise stated in this re- 
port. The basic guides that the munici- 
pal accountant has available to deter- 
mine if his disclosures are “reasonably 


adequate” are set forth in the Minimum 


Standard Audit Program for Municipal- 
ities of State of Kansas. It should be 
noted that this audit program in no 
way limits the disclosures that are to be 
made or the audit procedures that are 
to be completed. Indeed, the preface to 


the Minimum Standard Program states: 
“The accountant will be held responsi- 


ble for error, regardless of whether 


or not the requirements are specifically 


stated in the program, if his work has 


not been performed in a competent 
manner.” 

The first of the more common 
ficiencies noted by the Kansas Depart- 
ment of Post-Audit concerns the report- 
ing on the review of office procedure 
and internal control. Any procedural 
practice being followed by the munici- 
pality which affects its finances or does 
not lend itself to adequate internal con- 
trol shall be discussed in the report.| 


de- 


Violations of statutory provisions must! | 


be cited in the report. Where there is a 
variation of interpretations of the stat- 
utes applicable to accounting proce- 
dures, the accountant should base hi 
recommendations upon interpretations) 
furnished by the Department of Post- 
Audit and the Attorney General’s office.| 
The form and content of the report| 
required by the statute is set forth in 
the Minimum Standard Audit Program| 
which also lists essential financial state-| 
ments that are to be included. The| 
statements required, however, may not} 
necessarily be limited to those listed.| 
Here are some of the fundamental state- 
ments required: | 

l. Comparison of Available Cash| 
Balances with Encumbrances. | 








2. Statement of Expenditures Com | 


1958 


When writing to advertiser kindly mention The New York Certified Public Accountant 





























Our 19th Year 


Serving all industries 


William 
. Schnuer 
BBA-MB: 
“I can help you secure 
Dependable 
hard-to-get male and 
female personnel” 





| 
| 
| 


Our highly skilled staff 

of personnel specialists 

can solve your needs as 
well as your clients’. 














e Public 


Juniors, Semi-seniors, Seniors 


e Internal 
| Treasurers, 
| Budget, Cost, 
Auditors 


Comptrollers, Tax, 
Chief, Systems, 


¢ Bookkeepers—Office Managers 
Full Charge and Assistants 





For prompt, efficient 
9 
service, call 


BRyant 9-7664 


EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 


767 

















| Does your client need 
*Financing? 


Liberal loans on accounts 
receivable. 


| For 30 years we have spe- 
| cialized in liberal loans on ac- 
| counts receivable. Simplest 
handling plans. Loans on 
machinery, too. 


Aeolors 


Phone or write Mr. Dworsky 
FIDELITY FACTORS 
1440 Broapway, N. Y. 

LOngacre 5-3908 























BLADES & MACAULAY 
INSURANCE ADVISERS 


& 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2,N. J. 
Established 1926 

















THE SOBELSOHN SCHOOL 


announces its 


COMPLETE 5 MONTHS COURSE 





Problems iad 
Auditing DEC. 1 
Theory | in preparation 
Registration Law for 
Call or write MAY 1959 
1S PPiving CPA 
complete EXAMINATION 
details. 


165 WEST 46th STREET 
COlumbus 5-0819 














7168 When writing to advertiser kindly mention The New York Certified Public Accountant 


pared with Appropriations—by iicm, by 
fund. 

3. Statement of Revenue, Es!imated 
and Actual—by item, by fund. 

4, Classified Statement of Receipts, 
Disbursements and Balances o! Cash. 
(Receipts should be reported by source 
and disbursements by purpose. ) 

5. Schedule of Insurance on Munici- 
pal Property. 

6. Schedule of Fidelity Bonds of Elec. 
tive and Appointive Officers. 


A Proposal for a Changing Tax Rate 
on Depreciation 

An interesting suggestion for alleviat- 
ing the inequity in the treatment of de. 
preciation under the present tax law is 
presented by Mr. A. Carl Tietjen in 
an article “Some Thoughts on the Price 
Level Problem and Income Taxation” 
appearing in THE Price WATERHOUSE 
Review (June 1958). He states that 
both from a businessman’s and econo- 
mist’s point of view it would appear that 
companies with large cost-based depre- 
ciation charges are at a substantial dis- 
advantage under present tax laws and 
price conditions, since in effect they pay 
a tax of 52 per cent on the increment 
in value of facilities used up in the 
production process. It is for this reason 
that the contention is often made that 
heavy industry is in reality taxed at a 
rate well above 52 per cent under the 
present law. 

From time to time depreciation meas- 
ures have been enacted to permit con- 
panies to deduct depreciation over a 
shorter period of time but limiting the 
aggregate of the deductions to original 
cost. Other methods have been proposed 
which are based on the concept of ap- 
plying a price index to cost depreciation 
to arrive at a computed amount of 
depreciation allowable for tax purposes, 
but it is unlikely that such a departure 
from the cost basis will be enacted into 
law in the near future. 

The author suggests that perhaps the 
desired tax relief could be obtained 
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through changing the tax rate on depre- 
ciation. Under such a plan, income be- 
fore deducting depreciation would be 
taxed at the normal rate, while depre- 
ciation would be allowed as a deduction 
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at a higher rate. For example, if the 
normal rate is 52 per cent and the de- 
preciation rate 75 per cent: 











Rate Tax 

SORE. Vas cacees $1,000,000 
Costs and expenses 

other than de- 

preciation ..... 700,000 
Income taxable at _ 

normal rate.... $ 300,000 52% $156,000 
Depreciation based 

OW COSE cckcess 50,000 75% 37,500 
Income before fed- | = 

eral income tax $ 250,000 $118,500 
Federal income tax 118,500 

Net income.. $ 


$ 131,500 

Under the present law (ignoring for 
simplicity the differential on the first 
$25,000 of taxable income) the tax in 


| the above case would be $130,000 and 
| net income $120,000, the difference of 


$11,500, of course, being 23 per cent 
of $50,000. 
As pointed out by the author, an ob- 


| vious criticism of this method is that it 
| allows the same tax benefits for all prop- 
| erties regardless of age, but he believes 


| that even so it would probably yield 


more equitable results on the whole 
than the present law. It is simple, it 


| continues the use of the cost basis, and 


it offers an incentive to construct addi- 
tional facilities and replace old ones. 


| Moreover, the application of more than 
| one rate in our tax law is not a new con- 


cept since capital gains are taxed at 
25% as against 52% for ordinary in- 
come. The author suggests that the afore- 
mentioned criticism could possibly be 
met by a graduated scale of tax rates 


| on depreciation according to age of 


properties, starting at a rate a few points 
above the normal rate for new prop- 


| erties and ranging upward to 100 per 
| cent or even more for properties ten or 
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more years old. 
Mr. Tietjen is interested in getting 
the views of others on his proposal. 
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Letters to the Editor 


Member Education and 


Rules of Professional Conduct 


It would seem appropriate that the 
Society's Committee on Professional 
Conduct give publicity to the Society’s 
rules of professional conduct either by a 
letter to the members or by publishing 
short articles in THE NEw YorK CERTI- 
FIED PuBLic ACCOUNTANT. 

For instance, Rule No. 12 states that 
“A member shall not accept any 
commission or other participation in 
professional or commercial business re- 
ferred to others as an incident to his 
services to clients However. nu- 
merous commercial factors, stationers 
and others address mail to CPAs, offer- 
ing. and paying. commissions on _busi- 
ness forwarded to them. 

Several other State Societies (Michi- 
gan, Louisiana, Oregon, etc.) have re- 
cently been devoting meetings to the 
problems of ethics, professional conduct 
and adequate audit reports. Our Society 
should adopt a more aggressive attitude 
both in relation to member education 
and to the enforcement of its rules of 
professional conduct and practice. In 
this latter connection, I would suggest 
that letters be written to banks, factors 
and other credit grantors requesting 
examples of substandard reports or 
auditing work, to be used for educa- 


tional purposes. 


STEPHEN Cuan. CPA 
(Eisner & Lubin) 
New York. N. Y. 


4 Ruling on New York Stock 
Transfer Taxes 
It has been called to our attention 
that the Security Traders Association of 
New York. Inc. has recently received a 
ruling from the New York Department 
of Taxation and Finance which may be 
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of interest to some readers of THE New 
YorK Certiriep Pusiic Accountayr, | 

Inquiry had been made as to the ap- 
plicability of a New York stock transfer | 
tax on certain transactions as follows: 

“Broker “A” in Atlanta. Georgia, 
calls by teletype Broker “B” in New 
York, telling “B” that he wants to buy 
100 shares of “X” stock at a specified 
price. “B” states that he cannot sell at 
that price, but advises it can be bought 
from Broker “C” in New York. At 
“A’s” request. “B” conveys “A’s” mes 
sage to “C” and then relays “C's” offer 
to sell to “A”, which “A” accepts, 
Subsequently “A” and “C” forward 
written confirmations of their trade to 
each other. The transaction is in no 
way reflected on “B’s” books of account, 
for “B” has no financial interest in the 
transaction and received no benefit other 
than the goodwill ‘of the parties. 

“Assuming the securities are shipped 
by “C” to “A” in Atlanta, sight draft 
attached, for collection and payment, is 
a New York State Transfer Tax due on 
the transaction? If so, from whom?” 

To the above, Deputy Commissioner 
Mortimer M. Kassell replied: 

“In the above situation, it appears 
that “B” is acting as a mere conduit or 
transmitter of the offer and acceptance. 
“B” is not acting on his own behalf nor 
as an agent for either party but is mere- 
ly relaying information over his private 
wire. He is not compensated for his 
acts but renders such services as a 
courtesy to his customers. While not 
obligated to do so, it appears that such 
services are customary in the trade. The 
fact that he relays the offer and ae 
ceptance to the contracting parties does 
not make him a party to the contract 
arising by virtue of the exchange of 
messages. i 

“As you know, the taxability of a 
particular teletype transaction depends, 
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of course, upon an examination of all 


the facts and circumstances in each 
case. I believe that you are familiar 


with the principles involved, but in the 
event that a taxable transaction has oe. 
curred by virtue of the exchange of 
messages relayed by “B”, it is my opin. 
ion that “B” could not be held liable 
for the payment of any stock transfer 
taxes due. Subdivision 3 of Section 270 
of the Tax Law provides: 

It shall be the duty of the person or per- 
sons making or effectuating the sale or trans. 
fer, including the person or persons to whom 
the sale or transfer is made, to pay the tax 
provided by this article. 

“B's” actions in relaying the messages 
between the parties do not place him in 
the position of ‘making or effectuating 
the sale or transfer’ and liable for pay- 
ment of the tax any more than a tele- 
graph or telephone company could be 
held liable for the payment of taxes 
due on transactions relayed over its 
facilities.” 

SipNeEY BLUMENBERG, CPA 

Chairman of our Society’: 
Committee on New York State Taxation 


Tax Practice and the Smaller CPA Firm 

The article, “Tax Specialization in Ac- 
counting Practice,” by Mr. Leslie Mills, 
CPA, (THe New York Certiriep Pvs- 
Lic Accountant, April 1958) was both 
excellent and complete. However, if | 
may, I should like to supplement it with 
the point of view and the experience of 
a smalier CPA firm, let’s say, one with 
only a single principal and a staff of 
from three to six assistants. 

Where such firm, in addition to a 
diversified accounting practice, has also 
a diversified and difficult tax practice, 
it is advisable that the principal leave 
all the routine accounting matters, au- 
dits, and the preparation of all routine 
tax returns to his staff, with only his 
over-all supervision. The principal is 
thus enabled to devote most of his time 
and efforts to various conferences, man- 
agement problems and most of all to 
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important tax matters, interpretation of 
changes in the various tax laws, and 
lax the principal, 
through these latter activities, succeeds 


examinations. — If 


in proving to his clients thai his per- 
sonal service, knowledge, and experi- 


ence are of great value to them, these | 


clients will 
this fact even though they do not see 
as much of the principal as they see of 
By 
portant and specialized matters for him- 
self, the principal, in fact, forces not 
only his own staff but also his clients 


recognize and appreciate 


his assistants. reserving these im- 


to come to him for final decisions, and 


he thus retains a firm grip on_ his 
clientele. 

Unlike the head or a senior member 
of a tax department in a large firm, a 
wise and experienced practitioner in a 
smaller firm does not try to study and 
remember all the new tax laws and all 
the decisions of the Internal Revenue 
the various courts, indis- 


He certainly does not at- 


Service and 
criminately. 
tempt to remember the section numbers 
of the He 
knows that it would be impossible for 
master all that, and a 
seasoned practitioner knows from expe- 
rience that all such effort is beyond the 
scope of the needs of his practice. 
Backed by 
background of accounting and taxation 
and supplemented by years of diversi- 
fied practice, the experienced and ambi- 
tious practitioner, by currently review- 


Internal Revenue Code. 


one person to 


a good knowledge and 


ing and analyzing all the possible tax 
needs of his clients, can usually not only 
take care of their current needs but he 
can also anticipate their possible future 
needs. In his article, Mr. Mills right- 
fully points out that, “A tax man can- 
not properly serve his clients unless 
he keeps up with all tax developments 
currently. He cannot wait until the 
problem arises and then decide he can 
fnd the answer.” This applied to the 
smaller firm could be worded as fol- 
lows: A CPA who is handling the tax 
matters for his firm, cannot properly 
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serve his clients unless he is currently 
aware of all tax developments and mas- 
ters those which specifically involve or 
may involve his clients or their firms. 

Although the smaller CPA firms may 
not need as many tax services and tax 
guides as the larger firms, it is very 
important to have all the available in- 
formation in your oflice even though 
you may use some tax reporters or 
guides infrequently or not at all. You 
can never know what the next day will 
bring and money spent on tax informa- 
tion and tax helps is money spent to 
insure your professional honor, your 
reputation as a tax man, and with it of 
course the respect and the loyalty of 
your clients. The smaller accounting 
firm should therefore have, in addition 
to a well chosen and modern library 
of professional accounting and other 
professional reference books, a com- 
plete tax library including loose leaf 
tax services and various smaller guides 
and books. Of course, the articles which 
have or might have a bearing on your 
practice, should be read more carefully 
and in detail and if necessary further 
studied in the larger tax services. 

This tax library and the current tax 
readings together with sound experi- 
ence and professional ambition, should 
suffice to furnish the tax practitioner in 
the smaller firm with the necessary tools 
for successful tax practice. Since tax 
examinations by the Internal Revenue 
Service are usually viewed by all tax- 
payers with anxiety and are, in their 
eyes, the real test of your ability in 
tax matters, you must apply proper psy- 
chology in your dealings with Internal 
Revenue Agents. I, therefore, recom- 
mend to the younger practitioners, care- 
ful preparation, restraint, patience, cour- 
tesy and cooperation. My advice to the 
older, more experienced practitioners is 
a mild sedative a few minutes before 
the commencement of the tax examina- 
tion. 

Jack GoLpNer, CPA 
New York. N. Y. 
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Loss Carry-Forward of Subsidiary 

and Allocation of Purchase Price 

In recent years. a number of corpora. 
tions have purchased “tax-loss” com. 
panies and used their tax loss carry. 
forwards to reduce their own Federal 
income taxes. 

In THE WALL STREET JOURNAL, for 
instance, I noticed XYZ Corp. and sub- 
sidiaries report for the fiscal year ended 
February 28: 


1958 (a) 1957 
Netisales \<:s05. $39,195,749 $33,254,735 
Net before income 
baRGS 5 ocean 1.020.840 1,004,419 
Federal income 
taxes - (c) 199,012 


Net income — $ 1,020,840 $ 505,407 





Footnotes appeared in THe Wat 
STREET JOURNAL: 

“(a) Includes operations of ABC 
Corp. (a wholly-owned — subsidiary) 
since March 1, 1957. 

“(c) . . . Such losses, however (of 
ABC Corp.) were available for federal 
income tax purposes in the current fiscal 
year.” 

Should not the profits for the current 
year be offset at least in part by the 
amount paid for the net loss carry- 
over? In acquiring ABC Corp.. isn’ 
it most probable that part of the price 
paid for it was expected to be recouped 
by applying its net loss against XYZ's 
profit? And where such is the case. 
should not the purchase price be al- 
located accordingly ? 

Among the many condensed reports 
I have seen in the newspapers. I have 
yet to see any where such allocation 
has been mentioned. I am_ rather 
surprised that neither the SEC nor an) 
of the Committees of the Society 
have come up with any pronouncement 
covering this matter. 


Emite Z. Baker, CPA 
(Tait, Weller & Baker) 
New York, N. Y. 
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OWNER-MANAGERS DONT WANT 
| PRRESHORESE (They never retire) 


Key people run their business. 


e They turn management over to sons or 
other successor family members. 


e They sell out to another firm. 
e They liquidate their business. 
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Montgomery’s Auditing (Eighth 

Edition) 

By Norman J. Lenhart and Philip L. 

Defliese. THE RoNnALp Press Com- 

pany, New York, N. Y., 1957. Pages: 

xi +- 766; $10.00. 

For nearly half a century Montgom- 
ery’s Auditing has maintained its posi- 
tion as one of the authorities of the 
American accounting profession in the 
field of auditing theory and practice. A 
brief review of the new eighth edition 
will unquestionably justify the high es- 
teem with which this book has long 
been regarded by both practitioners and 
educators alike. Here is an extensive 
work by practicing CPAs which has 
come to be regarded as an unofficial 
expression of the policies and practices 
of one of the leading national account- 
ing firms. 

Very few independent accounting 
firms today would care to publicize their 
fundamental policies and opinions in 
such a straightforward manner. This 
very fact enhances the value of such 
a book in the eyes of teachers who are 
constantly confronted with new ques- 
tions at the academic level, and particu- 
larly in the eyes of the small to medium- 
sized practitioner, who is faced with 
the never-ending search for an authori- 
tative answer to the numberless prac- 
tical problems which arise daily. 

The internal organization of this text 
follows the now familiar format of pre- 
senting the chapters under the divisions 
of (1) accounting principles, (2) in- 
ternal control, (3) auditing procedures, 
and (4) statement presentation. 

The many changes in accounting 
principles, auditing practices, and busi- 
ness and financial conditions since pub- 
lication of the seventh edition in 1949, 
have all been included in this newest 
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Book Reviews 


releases 
American Institute of Certified Public 


edition. Up-to-date by the 
Accountants are also reflected. New 
chapters have been added covering the 
subjects of “Taxes” and “Management 
Services.” The chapter on taxes is writ. 
ten from an auditing standpoint and 
contains considerable discussion of the 
problems of allocation arising from ap. 
plication of rules relating to accelerated 
depreciation, amortization, consolidated 
returns, etc., under the 1954 Revenue 
Code. 

The chapter on the controversial sub- 
ject of management services is especially 
appropriate at this time and the authors 
express their views that while the public 
accountant should consider it one of his 
responsibilities to offer management 
services to his client, he should never 
hold himself out as an expert in any spe- 
cialized field of service unless he has 
qualified himself as an expert in that 
field. The subjects of budgets and fore- 
casts, production and cost control. office 
mechanization and installation of elec: 
tronic equipment offer numerous oppor- 
tunities for the independent accountant 
to serve his client in the management 
area. 

The reader will find an 
chapter on inventory valuation and a 
thorough and detailed treatment of this 
important and difficult topic. 

Especially thought-provoking is the 
chapter on internal control wherein the 
authors advance their views on a three- 
way division: internal administrative 
control, internal accounting control and 
internal check. Certainly this is a fresh 
approach to the problem of internal 
control and its effect on the scope of 
an examination incident to the issuance 
of an opinion regarding the financial 
If a valid subdivision ol 


excellent 


statements. 
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R. A. JONES, Control- 
ler of Hobart Bros. 


“Our Caltonal System 


NATIONAL increases flexibility and efficiency. 






HOBART manufactures a NATIONAL simplifies Hobart Bros. Accounting Operation. 
full line of Arc Welders. 


saves us ‘16,200 a year... 


returns 85% annually on our investment.” 


“We installed a National System to increase the efficiency of 
our accounting department,” writes R. A. Jones, Controller of 
Hobart Brothers. ‘‘We’re certainly pleased with the results. 
sag Nationals have made important time- and money-savings 
or us. 

“All phases of our accounting work have been simplified by 
our Nationals. The flexibility and efficiency of our National 
System are underscored by the ease with which our clerks 
may switch from one job to another. Payroll, labor distribu- 
tion, accounts payable and government re- 
ports are a few of the jobs which a single a- 
operator can handle on one machine. 

“Through increased record-keeping effi- 
ciency, our National System saves us more 
than $16,200 a year, returns 85% annually on 
our investment.” 


THE NATIONAL CASH REGISTER COMPANY, Dayton 9, Ohio 


1039 OFFICES IN 121 COUNTRIES ® HELPING BUSINESS SAVE MONEY 


, 
f 4 
WCQ\YFa2L— 


Controller of 
Hobart Brothers 
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—Hobart Brothers, Troy, Ohio 


Your business, too, can benefit from 
the increased operating economy 
made possible by a National System. 
Nationals pay for themselves quickly 
through savings, then continue to 
return a regular yearly profit. For 
complete information, call your 
nearby National representative today. 


He's listed in the yellow Re 


pages of your phone book. 
"TRADE MARK REG. U.S. PAT. OFF, 
bational 
ACCOUNTING MACHINES 
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internal control can be made, this 
could have far-reaching implications to 
the practitioner with regard to his legal 
liability and professional responsibili- 
ties. 

Rosert J. Dermopy, CPA 
Accounting Department, College 
of Business Administration, 
Syracuse University 


Installing Electronic Data Processing 
Systems 
By Richard G. Canning. Joun WILEY 
& Sons. Inc., New York, N. Y.. 1957. 
Pages: xiii +- 193: $6.00. 
After a client has placed his order 
for an electronic data processing sys- 


tem, just exactly how should he go 
about the matter of installing it? 





There are two approaches: it can be | 
| 


“planned” it can be “quarter- 
backed.” Mr. Canning writes: “In many 
cases, the EDP installation was not 
planned, it was ‘quarterbacked’ — the 
problems were solved as they arose; no 
attempt was made to think them out 
ahead of time.” 


or 
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The function of this book is to dem. 
onstrate that the difficulties of installing 
a new system can be foreseen and that 
a realistic installation schedule can be 
developed and followed. The points are 
made through the medium of a case 
study of the AAA Manufacturing Com. 
pany, a hypothetical company represent. 
ing the composite experience of a num. 
ber of companies in different industries 
who have installed computors. 

Early in the program, this company 
budgeted expenditures of some $680,000 
for the first four years. Subsequent ex. 
perience indicated that the estimate was 
reasonably accurate. Clerical savings 
were not expected to materialize until 
the fourth year of the program. In fact, 
pay-out of the $680,000 was not ex. 
pected until the sixth year. 

This book covers the second, third, 
and fourth year of the program. It is 
assumed that the first year was devoted 
to investigation and planning. and is 
outside the scope of this particular vol- 
ume. From the beginning of the second 
year to the middle of the third year was 
the detailed preparation period, which 
included such activities as organizing, 
programming, coding, planning the in- 
stallation site, and planning the conver: 
sion phase. The equipment was actually 
installed near the middle of the third 
year. After it was installed, the activi- 
ties of file clean-up, conversion, and op- 
eration, began. By the end of the book. 
some of the procedures were actually 
converted to the electronic system and 
in operation. 

We derive from the case study a 
great deal of specific information about 
the day-to-day problems involved in 
organizing the computor plan and ac- 
tually converting the operation from 
the previous method to the electronic 
data processing system. The insight de- 
rived should be of particular value to 
those accountants with clients who are 
installing or contemplating the installa- 
tion of large-scale computors. 

Micuart A. C. Hume, CPA 
New York, N. Y. 
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RATES: 
$2.00. 
words. 


“Help Wanted” 
“Business Opportunities” 
Closing date, 


ADDRESS FOR REPLIES: Box 
Avenue, New York 22, N. Y. 


20¢ a word, minimum 
15¢ a word, 


number, The 


HELP WANTED 


Accountants-Entertainment Field, per diem 
or regular employment, only those experienced 
in the distribution of motion pictures, TV 
films, sheet music, records, please furnish 
complete details regarding the distributing 
company where previously employed and_ po- 
sition held, also advise salary or per diem 
rate required and when available. Box 1561. 
SITUATIONS WANTED 
Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell wer; 
Avency, 130 West 42nd Street, N. Y. C., tele- 
phone LOngacre 4-1740. 
Financial Executive, CPA, law degree, over 
25 years extensive experience, public, private, 
presently employed assistant comptroller man- 
ufacturing company, progress blocked, seeks 
more challe ‘nging opportunity, excellent refer- 
$10,000, also available week-ends to 
busy practitioner. Box 1539. 
CPA, nine years thoroughly diversified large 
and small firm experience, available per diem 
or engagement basis. Box 1540 or OL 4-2382. 
CPA, member State Society and AICPA, 
broad diversified background, seeks per diem 
assignments in N. Y. C. or lower Westchester. 
Box 1541. 


CPA-Attorney, LLM, former revenue agent, 
subsequently 15 years broad tax practice, 
specializing estate planning, income tax, state, 
local taxes, research, review, opinions, exami- 
nations, protests, Appellate and other level 


ences, 


conferences, petitions Tax Court, etc., avail- 
able per diem, part-time, other suitable ar- 
rangements. Box 1551. 

CPA, part-time, evenings, week-ends, Queens 
or N. Y. City, nine years diversified experi- 
ence, automobile. HIckory 5-0629 or Box 
1552. 

CPA, available per diem for tax work, plan- 


ning, research, will provide tax department 
functions for small practitioner, Box 1554. 
CPA, Society member, 20 years diversified 
public practice, thoroughly experienced audits, 
taxes, reviewing, available per diem basis. Box 
1555. 

Per diem Work, sought by CPA, N. Y., 
N. J., AICPA, M.B.A., Society member, 15 
years experience, age 39. Box 1556. 

Long Island, per diem assignments evenings 
or week-ends wanted by CPA employed as 
financial executive, heavy national firm super- 
visory experience large and small clients. Box 
1558. 
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$5.00. 
minimum $3.00. 


“Situations Wanted” 10¢ a word, minimum 


Box number, when used, is two 


10th of month preceding date of issue. 


New York Certified Public Accountant, 677 Fifth 


Accountant, office manager, controller, 
years diversified experience all phases office 


management, statements, taxes, credits, seeks 
responsible position private industry. Box 
1562. 


CPA, law degree, experienced in tax research, 
planning and review, available per diem to 
other accountants, $40 per day. Box 1563, 
CPA, tax accountant, LLM taxation, experi- 
enced tax research, planning, protests and 
petitions, available per diem N. Y. C. area, 
Box 1564. 

CPA, Phi Beta Kappa, MBA, Society member, 
12 years public accounting experience, desires 
private accounting position. Box 1565. 
CPA-Attorney, heavy top firm experience, 
auditing, legal, taxes, seeks position overbur- 
dened practitioner leading to partnership. Box 
1568. 

Office Manager, full charge bookkeeper, 
supervisory capacity, trial balance, balance 
sheet, profit and statement, quarterly 
taxes, credits, collections, ete., years of di- 
versified experience. Box 1570. 

Law Student, third year Columbia, with ac- 
counting degree from C.C.N.Y., plus comple- 
tion of theory and law parts of CPA examina- 
tion, desires public accounting experience af- 
fording good tax training, will work part-time 
until July 1959, full time thereafter. Box 1573. 


loss 


CPA, eight years diversified experience, avail- 
able per diem, part-time, evenings and/or 


Saturdays including tax season. Box 1575. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $6.50 per month, directory 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 
Practice Wanted, substantial 
how offered overburdened or 
tioner, CPA, N. Y., N. J., AICPA, 
Box 1542. 

Well Equipped CPA Firm, will purchase 
all or part of the practice of overburdened or 


terms, know- 
retired practi- 


IE, MBA. 


retiring accountants, substantial cash or at- 
tractive retirement arrangements will _ be 
offered. Box 1543. 


CPA, desires to purchase practice, New York 
City area, honor graduate, excellent tax and 
accounting bac -kground, specializes in highest 
type professional service to small and medium 
size accounts, excellent financial terms, replies 
held strictly confideniial. Box 1544. 

Have Fifth Avenue Office, without Fifth 
Avenue overhead, efficient personalized mail, 
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BUSINESS OPPORTUNITIES 


telephone, reception, specializing in account- 
ants requirements, request brochure or call 
MUnay Hill 2-4777. 516 Fifth Avenue Mail- 
Telephone Service. 

CP%. 34, with 14 years varied, top grade pub- 
lic accounting experience, seeks acquisition of 
accounts, practice or partnership interest. Box 
1545. 

CPA, diversified experience, modest clientele, 
free time, seeks association with overburdened 
or retiring practitioner. Box 1546. 

CPA Firm, excellent reputation, seeks pur- 
chase of clientele grossing $5,000-$25,000, will 
pay substantial cash or make other desired 
fnancial arrangements, past experience as- 
sures successful take-over. Box 1547. 

CPA, 33, excellent professional background, 
will purchase practice to $20,000 or individual 
quality accounts within 75 miles N. Y. C. on 
substantial terms. Box 1548. 

CPA-Attorney, over 20 years of exceptional 
background, with solid N. Y. practice, seeks 
association or purchase of interest in CPA 
frm or CPA-attorney with clients in Conn., 
New Jersey or upper New York. Box 1549. 
CPA, excellent growing practice, middle five 
figures, able, personable, managerial ability, 
desires association with practitioner having 
similar quality size practice, who desires re- 
tirement in few years, or has other active 
present interests, purpose: attractive offer 
whereby gradual transfer and integration, top 
dollar for sale and estate value is yours. 
Box 1550. 

Practitioner, age 26, top schooling and audit 
background, $7,000 gross, all audit with good 
growth potential, seeks partner for mutual 
benefit. Box 1553. 


Practice, individual accounts, or partnership 
interest, wanted by CPA, N. Y., N. J., AICPA, 
age 39, substantial cash available, presently 
grossing $11,000 with 50% free time. Box 


1557, 


CPA, attorney, tax man, former revenue agent 
and technical adviser, specializing exclusively 
in tax and estate planning, research, litiga- 
tion, audits and returns, seeks part-time asso- 
ciation with accounting firms in need of tax 
services on retainer basis. Box 1559 

Former Revenue Agent, N. Y. C., CPA, 43, 
excellent accounting background, own_ prac- 
lice, free time, seek proposal from accounting 
firm. Box 1560. 

Private Office, in CPA suite, Grand Central 
area, receptionist and _ secretarial services 
available. Box 1566. 

CPA, 35, NYSSCPA, Nassau resident, $10,000 
practice, half free time to assist overburdened 
practitioner, view toward eventual partnership. 
Box 1567. 

CPA, age fifty two with practice grossing ap- 
proximately $15,000 seeks connection or em- 
ployment with medium sized organization. 
ox 1569, 


CPA Firm, small, established, through as- 
sociation will provide continuity and coverage 
for an individual practitioner as well as 
strengthen tax resources, feasible working 
arrangements. Box 1571. 

CPA, 30, extensive diversified experience, de- 
sires position or association with overburdened 
practitioner leading to early partnership, will 
relocate. Box 1572. 

Office Space, Rockefeller Center, private 
office and/or desk space in impressive, air- 
conditioned, completely equipped CPA suite, 
typing services optional, possibility per diem 
services exchange office facilities. Box 1574. 
Statistical Typing, reports, tax returns, ac- 
curately and attractively typed, thoroughly 
checked, highly experienced, reasonable rates. 
Anne Steinfeld, RO 4-7539, RO 4-9675. 
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MR. ACCOUNTANT... 





Do Your Clients Have Locked-up 
Working Capital? 


The cash value of a firm’s Accounts 
Receivable or Inventories may repre- 
sent a considerable sum of money that 
could be put to work to benefit the 
firm particularly during their peak 


seasons. 





Under the Meadow Brook plan ad- 
vances can be made up to 80% of the 
collectible value of a firm’s Accounts 
Receivable, and to a comparable per- 
centage of the cost of Inventory. Our 
trained personnel can help you esta- 
blish the most advantageous plan for 
using this service to benefit your 
clients. 


FOR FURTHER INFORMATION CALL MR. HENRY DENGEL 
IVanhoe 1-9000 — West Hempstead, N. Y. 





The 


mationct Hbank 
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Part One of a Two-Part Article 


Revenue Agents Tax Audits 


Some Aspects of Policy and Procedures at the District Level 


By A. FREDERICK OLSEN, CPA 





Many misleading assumptions regard- 
ing tax audit policies and procedures 
of the Internal Revenue Service 
traceable to the injudicious acceptance 


are 


of generalities by many practitioners 
who are unprepared by detailed factual 
knowledge or comprehensive experience. 
With that in mind, the primary pur- 
pose of this article, as its sub-title in- 
dicates, is to explain certain aspects_ of 





A. FrepericK OLsen, CPA, is Confer- 
ence Coordinator and Technical Ad- 
visor, Office of the District Director of 
Internal Revenue, Upper Manhattan 
District, New York. Mr. Olsen is a 
member of our Society and of the 
AICPA. He has lectured at the New 
York University Institute on Federal 
Taxation and at numerous other tax 
forums including those sponsored by 
our Society's Committee on Federal 
Taxation. Mr. Olsen has been associated 
with the Internal Revenue Service for 
more than thirty-five years. 
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So that they may better serve their clients, tax practitioners should 
have a clear understanding of the more important policies and pro- 
cedures of the Internal Revenue Service encountered in the audit 
of federal income, estate, gift, and excise tax returns. Amongst the 
areas which are covered authoritatively in this article are the 
authority and duties of the revenue agent, valuation and engineering 
problems, and the informal conference function. 


official policies and procedures relating 
to the audit of federal tax returns on 
the district audit level. Limitations of 
space must necessarily call for selec- 
tivity in the choice of subject matter 
to be covered in this article. Those 
aspects of tax audit procedure which 
relate primarily to internal audit man- 
agement, consequently will not be cov- 
ered. For the same reason, audit tech- 
niques, by which is meant those time- 
tested methods of inquiry and verifica- 
tion used by the revenue agent accord- 
ing to circumstances, are beyond the 
scope of this article. Accordingly, the 
topics herein selected are those with 
which complete familiarity is deemed 
to be a prerequisite to adequate client 
representation by the tax practitioner in 
his day-to-day dealings with the Internal 
Revenue Service on the district audit 
level. Except when the text indicates 
its application solely to income tax 
audits, the discussion may be assumed 
to apply also to estate and gift tax au- 


783 








dits and to the audit of those various 
classes of excise tax returns that come 
under the jurisdiction of the Audit Di- 
vision. 

In order to better serve its intended 
purpose, this article is developed along 
functional lines, as close to normal se- 
quence as practicable, starting with a 
discussion of the authority and the 
duties of the revenue agent. ‘This is 
followed by (1) his handling of valua- 
tion and engineering problems, (2) the 
effect of rulings and court decisions on 
audit determinations on the district 
level, (3) the informal conference func- 
tion, (4) the responsibility of the Audit 
Review staff, (5) post-audit review and 
the policy regarding reopening of closed 
cases, and (6) some recurring errors 
and omissions of tax practitioners. 


The Authority and Duties of 
the Internal Revenue Agent 


Scope of Agent’s Authority 


The authority of the revenue agent is 
derivative. Section 7803 of the Internal 
Revenue Code authorizes the Commis- 
sioner of Internal Revenue under dele- 
gation from the Secretary of the Treas- 
ury to employ such number of persons 
as he deems proper for the administra- 
tion and enforcement of the internal 
revenue laws, and to issue all necessary 
directions, instructions, orders, and 
rules applicable to such persons. The 
revenue agent’s specific authority is 
conferred upon him in the form of a 
personal commission issued over the 
name of the Commissioner of Internal 
Revenue by signature of the Regional 
Commissioner under the broad author- 
ity delegated to the latter by the Com- 
missioner (Section 7851(b)(3)). This 
commission specifically authorizes the 
revenue agent to “perform all duties 
conferred upon such officers under all 
laws and regulations administered by 


784 


Revenue Agents’ Tax Audits 





includ. 


the Internal Revenue Service. 
ing the authority to investigate and to 
require and receive information as to 
all matters relating to such laws and 
regulations.” 


Section 7602 of the Code. entitled 
“Examination of Books and Witnesses.” 
reads as follows: 


For the purpose of ascertaining the cor- 
rectness of any return, making a_ return 
where none has been made, determining the 
liability of any person for any internal rey- 
enue tax or the liability at law or in equity 
of any transferee or fiduciary of any person 
in respect of any internal revenue tax, or 
collecting any such liability, the Secretary 
or his delegate is authorized— 

(1) To examine any books, papers, rec- 
ords, or other data which may be relevant 
or material to such inquiry; 

(2) To summon the person liable for tax 
or required to perform the act, or any officer 
or employee of such person, or any person 
having possession, custody, or care of books 
of account containing entries relating to the 
business of the person liable for tax or re- 
quired to perform the act, or any other per- 
son the Secretary or his delegate may deem 
proper, to appear before the Secretary or 
his delegate at a time and place named in 
the summons and to produce such_ books, 
papers, records, or other data, and to give 
such testimony, under oath, as may be rele- 
vant or material to such inquiry; and 

(3) To take such testimony of the person 
concerned, under oath, as may be relevant 
or material to such inquiry. 


This broad grant of investigative 
power follows the well-established prin- 
ciple that the constitutional authority 
given to the Congress to impose and 
collect taxes carries with it the power 
to enact appropriate provisions intended 
to prevent evasion or frustration of the 
law. 

It is clear from the quoted statutory 
provisions that the revenue agent’s in- 
vestigative authority is not limited to 
the examination of the books and rec- 
ords of the taxpayer. He may also inter- 
view and, if necessary and appropriate, 
summon any officer or employee of the 
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taxpayer, or any person having pos- 
session or custody of books and records 
relating to the taxpayer’s business, or 
any other proper person to produce such 
books and records and to give relevant 
testimony. The words in the statute, 
“hooks of account containing entries re- 
lating to the business” of the taxpayer, 
embrace the books and records of any 
person, such as a customer, supplier, con- 
tractor, or any other person with whom 
the taxpayer has had business dealings. 
The actual use of this broad collateral 
authority is generally confined to situ- 
ations where tax evasion is suspected. 
Procedure relating to the use, issuance 
and enforcement of the standard form of 
summons is set out in Rev. Proc. 55-6, 
C.B. 1955-2, 903. The vast majority 
of all tax examinations made by inter- 
nal revenue agents is, of course, com- 
pleted without recourse to a summons 
or collateral inquiry. Most taxpayers 
and third parties comply readily with 
every proper request of the examining 
officer. His commission or his citation 
of Section 7002 is usually sufficient to 
obtain the desired information. Occa- 
sionally, the revenue agent encounters a 
third party (such as a bank or in- 
surance company) who is willing to fur- 
nish the information but 
quests that a summons be issued as a 
matter of protection. Aside from this, 
the issuance of a summons is resorted 
to only when the information is of suffi- 
cient importance to the case and can- 
not be obtained by other lawful means 
because of the reluctance of the person 
to furnish the desired information or 
to testify. The decision to issue a sum- 
mons is arrived at only after careful 
consideration of all the circumstances 
of the inquiry and after evaluation of 
the likely importance, or the necessity to 
the inquiry, of the testimony to be re- 
quired, or books, records or other data 
lo be produced. Accordingly, whenever 
asummons is served the revenue agent 
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desired re- 


is usually prepared to see the matter 
through. It should be stated, however, 
that he is under official instructions 
to exercise his authority with proper 
judgment, and that the manner in 
which he exercises it is an important 
factor in the maintenance of good pub- 
lic relations. 


Responsibility of Agent 

With authority goes responsibility. 
The essential purpose of the grant of 
authority in Section 7602 is to deter- 
mine the correct tax liability of the tax- 
payer. This, then, is the duty of the 
revenue agent. This duty is, however, .of 
a dual character. As a representative 
of the Internal Revenue Service he is 
charged with the duty of enforcing the 
provisions of the Code in accordance 
with the administrative interpretations 
thereof laid down in the regulations and 
rulings promulgated by the Commis- 
sioner of Internal Revenue. Determin- 
ing the correct amount of the taxpayer’s 
tax liability under the law is the rigor- 
ous duty and responsibility of the rev- 
enue agent. Yet, because of the duality 
of his duty, he is under instructions to 
see to it that no more is exacted from 
the taxpayer than is lawfully due. 


The Revenue Agent as a Fact Finder 


The determination of the correct tax 
liability requires the revenue agent to 
be a finder of facts whenever issues 
arise. It is here that the taxpayer’s, or 
his representative’s, cooperation can ac- 
complish so much in the proper and ex- 
peditious disposition of his case. If es- 
sential facts of an issue have not been 
set out in the return, or if the revenue 
agent deems the submission of addi- 
tional information necessary, it is with- 
in his function to get all the perti- 
nent facts and the taxpayer or his rep- 
resentative ought to make sure that he 
does get them without undue delay or 
friction. This will enable the revenue 
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agent to make a determination strictly 
on the merits, based on full knowledge 
of the essential facts. The writer can- 
not overemphasize the importance to a 
case. in the audit stage, of adequate 
presentation of the facts whenever the 
revenue agent questions the taxpayer's 
treatment of some transaction relating to 
gross income, or the propriety of a par- 
ticular deduction which ordinarily would 
need further explanation beyond a mere 
general statement in the tax return. 
Misunderstandings, friction, and other 
annoying experiences very often have 
their roots in the failure of taxpayers 
and their representatives to realize that 
most disputes arising during the tax 
audit are eventually decided primarily 
on the facts. Purely legal questions are 
relatively few, hence, the necessity of 
adequate factual presentation. 

The revenue agent has been admon- 
ished by official directives as to his 
duty to give full consideration to all 
available facts when raising an issue. 
and to explain his position fully to the 
taxpayer, or the latter’s representative. 
in the event of a difference of opinion 
concerning the application of the law. 
He can properly perform his duty only 
on the basis of the record as developed 
during his audit. Audit adjustments by 
the revenue agent in disregard of cred- 
ible evidence adduced by the taxpayer 
are regarded as arbitrary and contrary 
By the same token, 
taxpayer 


to Service policy. 
deductions claimed by the 
which are not based upon evidence of 
acceptable probative value will gener- 
ally be considered in that light in reach- 
ing a determination. Once the essential 
facts have been developed, any dispute 
between the revenue agent and the tax- 
payer concerning the correct applica- 
tion of the law to those facts can be 
made the subject of an informal con- 
ference before an impartial conferee in 
accordance with the procedure estab- 
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lished for such situations as explained 
in a subsequent part of this article, 

In multiple-issue cases the revenue 
agent (or local conferee) is authorized 
to accept a partial deficiency agreement 
(Form 870) in order to eliminate agreed 
issues from the area of disagreement, 
This permits the agreed deficiency to be 
promptly assessed and paid without the 
accumulation of additional _ interest 
pending eventual disposition of the 
unagreed issues. 


Limitations on the Revenue 
Agent’s Authority 


The revenue agent is sometimes crit- 
icized for what may appear to be an 
insusceptible attitude toward certain 
hard problems involving, for example. 
some deduction which the taxpayer or 
his representative feels has in it a strong 
appeal to sympathetic treatment, but 
which turns out, after genuine research. 
to be either a nondescript before the law 
or bordering on one of the prohibited 
deductions (Section 261 et seq.). Tllus- 
tratively, and to bring the hypothetical 
issue closer to routine. the problem may 
be that of traveling, entertainment. and 
sales promotion expenses of a closely 
held corporation, involving the possibil- 
ity of income attribution to the officer- 
stockholders who did the spending but 
were indifferent to the requirement of 
reasonable record keeping. Here. the 
argument likely to be advanced by the 
taxpayer is that the money was spent 
for the benefit of the business and ought 
to be allowed on the basis of “equity” 
(a misnomer). or a fair “settlement.” 

It must be pointed out, however, thal 
in dealing with such problems the rev- 
enue agent is trying to enforce rather 
precise statutory provisions in accord: 
ance with the Commissioner's adminis- 
trative rulings and regulations. He has 
no authority to allow the words of the 
statute to be superseded by appeals to 
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his sympathy. To be more specific, the 
revenue agent has no “equitable” power ; 
not even the Tax Court has such power. 
Neither does he have “settlement” au- 
thority, by which is usually meant split- 
ting an issue, or some arbitrarily- 
arrived-at percentage allowance. To the 
oft-repeated suggestion that the rule of 
Cohan v. Commissioner (39 Fed. (2) 
510) be applied as a basis of disposition 
when unsubstantiated deduc- 
tions are questioned, it ought to be kept 
in mind that the Cohan rule cannot 
serve as an anodyne for the inescapable 
burden of first establishing the necessary 
factual Having done that, the 
revenue agent is in a posilion to exer- 
cise his best judgment in the light of 
the evidence adduced by the taxpayer, 
making reasonable estimates where more 
complete substantiation is not usually to 


expense 


basis. 


be expected. 


The Revenue Agent’s Concern with 

Realities 

The legal right of a taxpayer to mini- 
mize the amount of what would other- 
wise be his income tax liability by 
means which the law permits is no 
longer open to question; but neither is 
the right of the Commissioner of Inter- 
nal Revenue to prove that a particular 
transaction or arrangement is not what 
it appears to be, and that the parties 
thereto intended to, and actually did, 
enter into a different arrangement by 
which tax liability ought to be governed. 
Substance rather than form, the 
question of whether what was done. 
apart from the tax motive, comes within 
the ascertainable intent of the statute 
—these may become the decisive cri- 
leria in judging the tax effect of some 
transaction or arrangement if called in 
question by the revenue agent. 

Last year, the Mills Subcommittee of 
the House Ways and Means Committee 
issued a report listing a considerable 


and 
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number of what it called unintended 
benefits and loopholes available to tax- 
payers under the Internal Revenue 
Code. The scope of this article precludes 
more than the mere mention of the re- 
port. In this connection, the statutory 
concept of capital gains has been gradu- 
ally expanded and now includes many 
types of income originally not thought 
of as other than normal income. A tax- 
payer’s right to avail himself of statu- 
tory benefits in any proper case is, as 
stated, not open to question; but any 
devious use (or abuse) thereof to obtain 
unintended tax benefits presents a prob- 
lem with which the Revenue Service is 
concerned. Accordingly, the revenue 
agent is required to be continually on 
the alert to uncover and report prob- 
lems and practices which indicate abuse 
of statutory benefits, or tax inequities 
and administrative difficulties encoun- 
tered in the application of the law and 
regulations. 


Safeguarding the Collection of Taxes 


While the collection of taxes is the 
responsibilty of the Collection Division 
of the District Director’s office, the rev- 
enue agent is not completely exempt 
from participation in this responsibility. 
If. in the course of his audit, he detects 
evidence of diversion of assets by the 
taxpayer, and if he believes that the 
Collection Division will have difficulty 
in collecting any tax due, the agent is 
required by specific instructions to 
notify the Collection Division. If he 
finds transfers of property by the tax- 
payer, not in the ordinary course of 
business, material in value and without 
adequate consideration in money or 
money's worth, he is required to take 
appropriate steps to ascertain if any 
gift tax liability has been incurred. In 
addition, he will be required to initi- 
ate transferee proceedings without delay. 
if in his judgment such action is appro- 
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priate under the circumstances in order 
to protect the revenue. 

Similarly, where a corporation has 
adopted a resolution to dissolve or to 
liquidate any part of its capital stock, 
and has filed with the District Director 
the return required by Section 6043 
(Form 966), the revenue agent is re- 
quired to extend his income tax audit 
to include the last return filed; to make 
certain that the corporation’s tax lia- 
bilities (including the liability for em- 
ployment and withholding taxes) have 
been discharged; and, if necessary, to 
consider the problem of transferee lia- 
bility. 


Valuation and Engineering 
Problems 

Valuation Problems 

The average revenue agent is usually 
fairly adept at unraveling complicated 
tax situations. But there are some things 
that the revenue agent is not. He is not 
a real estate expert, or a mortgage ap- 
praiser, or an antiquary. And even if, 
perchance, he may have acquired some 
familiarity in these fields through his 
professional experience, he would not 
qualify as an expert in the juridical 
sense. Yet, he is from time to time con- 
fronted with tax problems which require 
the services of someone qualified in 
these and related fields. Casualty losses 
occasioned by total or partial destruc- 
tion of property; the theft of a valuable 
manuscript; the valuation of real or per- 
sonal property as of a basic date for 
allocation and depreciation purposes, 
where a mixed aggregate of assets have 
been acquired in a single transaction; 
or the current fair market value as the 
measure of a contribution deduction of, 
for example, a Louis XIV carved and 
gilded wall mirror—these and many 
similar problems involve valuation de- 
terminations in arriving at the amount 
of allowable deductions. Estate tax ex- 
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aminers are constantly confronted with 
valuation problems in connection with 
the audit of estate and gift tax returns. 

Because the revenue agent is gener- 
ally not qualified to undertake such val- 
uations, the larger audit divisions have 
a group of trained specialists in these 
fields to handle valuation problems in 
income, estate and gift tax cases when- 
ever a valuation determination repre- 
sents a relatively significant aspect of 
the audit. This group is generally re- 
ferred to as the “Valuation Section.” 
In situations such as those mentioned in 
the preceding paragraph, the examining 
oflicer will necessarily refer the issue to 
the valuation section for a determina- 
tion of the required values. A_ typical 
and frequent example is a case where a 
piece of improved real estate has been 
acquired during the taxable year and 
allocation of the cost as between the 
land and building is necessary to deter- 
mine the basis for depreciation of the 
building for the current and subsequent 
years. This is important to the taxpayer 


as well as to the Internal Revenue Serv- 
ice in disposing of the basis problem 
once and for all. In the smaller cases. 
where a valuation determination may 
not be a significant factor taxwise, the 
examining oflicer is free to assume full 
responsibility for the disposition of the 
problem without reference to the valua- 
The responsibility — for 
depreciation 


tion section. 
determining appropriate 
rates rests entirely with the examining 
ollicer. 

The valuation section furnishes rev- 
enue agents and estate tax examiners 
with written appraisals of the fair mar- 
ket value of real estate, mortgages. lease- 
holds, capital stock of real estate cor- 
porations, and personal property in 
volved in theft losses and deductible 
contributions. It also makes appraisals 
for use in determining the allowable de- 
duction for casualty losses. If there is 
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a likelihood, in any particular case, that 
property values used by a taxpayer may 
not be approved, it is the usual practice 
of valuation appraisers, before prepar- 
ing their report, to afford the taxpayer 
an opportunity to substantiate his own 
valuation by the submission of any ap- 
praisal which may have been made for 
him and to bring along his own ap- 
praiser as a witness, if he so desires. 
The appraisal thus prepared by the valu- 
ation section constitutes the evidence 
upon which the examining officer makes 
his determination of the allowable de- 
duction or realized gain. If the valua- 
tion is unagreed at the investigative 
level, it is not likely to be changed by a 
conferee in any subsequent informal con- 
ference without the concurrence of ihe 
revenue agent-appraiser or his super- 
visor, who usually attends the confer- 
ence as a witness. In actual practice, it 
is usually recognized by both sides that 
valuation appraisals constitute merely 
opinion evidence. Consequently, such 
disputes are generally resolved in the 
informal conference when all relevant 
factors are given their proper considera- 
tion. Rarely do valuation issues go be- 
yond the jurisdiction of the District 
Audit Division for disposition. 

Casualty loss deductions seem to be 
a rather frequent source of dispute, par- 
ticularly with nonbusiness 
property. To a certain extent this is 
due to a misunderstanding by taxpayers 
and practitioners alike of the funda- 
mental rules inherent in Section 165(c) 
(3), IRC. All too frequently it seems to 
be assumed that the measure of the de- 
ductible loss is the amount paid in re- 


respect to 


pairing the damage. True, if the repairs 
do nothing more than restore the prop- 
erty to its condition immediately before 
the casualty and do not add to the value, 
utility, or useful life of the damaged 
property, such repair cost (less any in- 
surance recovered) may be accepted as 
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the measure of the deductible loss, and 
the examining officer has authority to 
accept it in a proper case. However. the 
general rule with respect to nonbusiness 
property is that the loss is to be meas- 
ured by the difference between the fair 
market value of the entire property (in- 
cluding both land and building, in the 
case of residential property) immedi- 
ately before the casualty and its fair 
market value immediately after the cas- 
ualty, ascertained by acceptable apprai- 
sal, less any insurance or other com- 
pensation received in respect thereof. 
(Mary F. Cary et al., 7 T.C.M. 724, 
727.) As so computed, the loss cannot 
exceed the adjusted basis of the prop- 
erty. (G.C.M. 21013, C.B. 1939-1, 101.) 
This is the position of the Service and 
is supported by court decisions. Where 
the damage and the cost of restoration 
are substantial, the Service will in all 
probability require an appraisal. 
Because of the importance of this 
subject, taxpayers and _ practitioners 
should secure a copy of Internal Rev- 
enue Service Publication No. 155 (re- 
vised January 1958) entitled “Casualty 
and Theft which deals with 
this subject extensively and in clear lan- 
guage. On February 3, 1955, the Serv- 
ice issued IR-Circular No. 55-11 which 


outlined the rules to be followed in 


Losses,” 


computing losses due to hurricane dam- 
age. This circular was published in the 
C.C.H. Tax Service, Volume 5, para- 
graph 6174, and in Prentice-Hall 1955 
Current Volume, paragraph 76742. 
Another situation sometimes associ- 
ated in the taxpayer's mind with casu- 
alty losses is the damage or destruction 
of ornamental trees on property used 
for residential purposes, caused by pro- 
gressive deterioration as a result of dis- 
ease, or fungus spread by various beet- 
les, insects, worms, etc. The Internal 
Revenue Service has consistently held 
that a loss of this kind does not come 
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within the meaning of Section 165(c) 
(3) of the 1954 Code, or Section 23(e) 
(3) of the Internal Revenue Code of 
1939, and is not deductible for federal 
income tax purposes. This position has 
been sustained by the courts (Rev. Rul. 


57-599). 


Engineering Problems 


As a general rule, the revenue agent 
is responsible for all features in the ex- 
amination of a return. However, en- 
gineering personnel are available in the 
Internal Revenue Service to handle spe- 
cial features in cases involving engineer- 
ing issues. The referral of these special 
engineering problems to engineers is 
not mandatory, but is at the option of 
the revenue agent having responsibility 
for the determination of the tax liability. 
Accordingly, it is the policy to utilize 
available engineering assistance on a 
consultative and advisory basis in arriv- 
ing at determinations of tax liability in 
cases involving engineering features. 
Some of the engineering problems for 
which the revenue agent may deem it 
desirable to request the assistance of a 
Revenue Service engineer are: 

1. Substantial depletion deductions. 

2. Depreciation deductions in excess 
of normal depreciation based on plant 
activity. 

3. Extraordinary deductions for re- 
pairs which appear to the examining 
oflicer to represent major capital ex- 
penditures. 

1. Large deductions for exploration 
costs, 

5. Losses claimed as a result of al- 
leged worthlessness of mineral value. 

The revenue agent may also request 
the services of an engineer agent where 
the taxpayer relies on the use of an 
engineer with respect to determinations 
or contentions in an examination and it 
appears especially appropriate that the 
services of an engineer in the Revenue 
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Service be obtained to advise the exam. 
ining officer with respect to such deter. 
minations or contentions. 

If a taxpayer, during the course of an 
examination, requests that the examin. 
ing officer refer engineering issues to 
engineering personnel in the Revenue 
Service, such referral is within the dis. 
cretion of the revenue agent. 
quest is not to be arbitrarily denied. In 
acting upon it, he is expected to exer- 
cise his best judgment, considering the 
nature of the problem and all the cir- 
If the circum. 
request is 


The re- 


cumstances of the case. 
stances warrant it, the 
granted. 

Whenever the revenue agent deems il 
desirable to request the services of an 
engineer he must, of course, give ap- 
propriate weight to the engineer's views. 
However, the fact that an engineer has 
been consulted and has made a report 
is not to be used as a basis for the ex- 
amining officer, or his group  super- 
visor, or a conferee, shifting the re- 
sponsibility for finality of decision to 
the engineer’s report. If, after consider- 
ing the engineer’s report and the con- 
tentions of the taxpayer, there is doubt 
as to the proper solution to a disputed 
engineering issue, the matter may be 
referred to the Engineering and Valua- 
tion Branch in the National Office for 
its advice. 


The Binding Effect of Rulings 
and Court Decisions on the 
Determination of Tax Liability 
in the Audit Division 


Under what circumstances, and to 
what extent, is the revenue agent or 
local conferee bound by rulings of the 
Revenue Service and court decisions in 
making his determination on a disputed 
issue which has arisen during the audit 
of a tax return? The question permeates 
the entire field of federal taxation, and 
the scope of the subject is broad enough 
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to justify extended discussion. Here, it 
can only be dealt with briefly. 


Binding Effect of Rulings 


Let us consider first the matter of 
“rulings.” At the outset, it is desir- 
able to have a clear understanding of 
the meaning of this word. The term 
“ruling” is officially confined to a pro- 
nouncement by the National Office as to 
the position of the Revenue Service with 
respect to the tax effect of a transaction 
or a set of facts specifically described 
therein. (Rev. Rul. 54-172, C.B. 1954-1, 
page 394.) Accordingly, the term “rul- 
ing” is used to describe a written state- 
ment issued by the National Office of the 
Revenue Service, expressing the official 
interpretation or policy of the Office 
of the Commissioner of Internal Rev- 
enue. District Directors do not issue 
“rulings.” They do issue “determina- 
tion letters” 
quiries (Rev. Rul. 54-172, supra), but 
these are more in the nature of pre-audit 
decisions. They do not have the force 
and effect of National Office rulings. A 
determination made by a revenue agent 
or other district audit official in the 
audit of a taxpayer’s return does not 


in a limited class of in- 


constitute a ruling. 

For present purposes, it may be said 
that there are three types of rulings. 
namely, (1) ruling letters to taxpayers, 
(2) technical advisory memoranda from 
the National Office to district audit di- 
visions, and (3) published rulings. 

By a “ruling” letter is meant an in- 
dividual letter sent to a taxpayer or his 
representative by the National Office in 
reply to a request for a statement as to 
the Service’s position respecting the tax 
eflect of a specified item or transaction. 
As such, it constitutes the basis upon 
which that particular transaction or item 
is reflected in the taxpayer’s return and 
is binding upon the revenue agent in 
making his audit of that return, assum- 


1958 


ing he finds the actual facts to be sub- 
stantially as presented to the Service. 
His duty to make such a finding is an 
inherent step in his audit (Section 12.02 
of Rev. Rul. 54-172). 

Here it must be pointed out that since 
the ruling was issued to a particular tax- 
payer it does not constitute a binding 
rule or precedent in any other case, re- 
lated or unrelated. It may not be cited 
by a revenue agent or local conferee in 
support of his determination in any 
other case; nor may it be cited or relied 
upon by, or on behalf of, another tax- 
payer. Taxpayers’ representatives have 
on occasion produced a copy of a ruling 
letter issued to some— usually unrelated 
—taxpayer in support of their position 
in another case then in the audit stage. 
This practice is unreliable. A _ signifi- 
cant factual difference would immedi- 
ately put an end to the comparison. 
Moreover, the earlier ruling might not 
represent the current position of the 
Service; or, a later ruling or court de- 
cision may lead the revenue agent to 
question the correctness of the earlier 
ruling. However, where no such ob- 
stacles are present, the rationale of the 
ruling letter may be adopted in the cur- 
rent case in the interest of consistency 
and prompt disposition. 


A “technical advisory memorandum” 
is, for all practical purposes, a ruling by 
the National Office in reply to a re- 
quest by a field office for technical ad- 
vice as to the proper treatment of an 
item or transaction involved in a cur- 
rent tax audit for which there appears 
to be no adequate or certain guidelines 
in existing regulations or published rul- 
ings. (The subject of securing techni- 
cal advice and the related procedure 
are dealt with in a subsequent section. ) 
Since these memorandums deal with 
the application of the law to specific 
facts and circumstances involved in a 
particular case, they do not constitute 
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a binding rule or precedent in any other 
case and may not be cited or referred 
to by field audit personnel as a basis 
for determination in any other case un- 
der audit. This is a matter of estab- 
lished policy communicated by instruc- 
tion to all field personnel. The avowed 
purpose of the rule is to assure an in- 
dependent audit determination in any 
other case, strictly on its own merits. 

Published rulings are those which ap- 
pear in the weekly Internal Revenue 
Bulletin. All such rulings have re- 
ceived the consideration and concur- 
rence of the Chief Counsel. They are 
published as a matter of policy with 
the view of promoting uniformity in 
the application of the Internal Revenue 
Code and Regulations. They have their 
source, generally, in the ruling letters 
and technical advisory memorandums 
already referred to, and are so drafted 
as to conceal the identity of the tax- 
payer as well as any confidential mat- 
ter. The policy governing the official 
publication of rulings is set out on page 
2 of each Bulletin. The following quo- 
tation therefrom is pertinent at this 
point: 

Since each published ruling represents the 
conclusion of the Service as to the applica- 
tion of the law to the entire state of facts 
involved, Revenue officers and others con- 
cerned are cautioned against reaching the 
same conclusion in other cases unless the 
facts and circumstances are substantially the 
same. In applying rulings and_ procedures 
published in the Bulletin, personnel of the 
Service and others concerned must consider 
the effect of subsequent legislation, regula- 
tions, court decisions, rulings and procedures. 

This official cautionary note indicates 
the sole limitation on revenue agents 
and taxpayers alike on the binding effect 
of published rulings as a precedent in 
the disposition of other cases. 

Section 7805(b) of the Internal Rev- 
enue Code authorizes the Commissioner 
to set a temporal limitation on the ap- 
plication of a new ruling modifying or 
revoking an earlier one. Where tax- 
payers or their tax consultants have in 
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good faith relied upon a published rul. 
ing of general application in giving ef. 
fect to a transaction or an item. and 
assuming the ruling would otherwise 
be applicable, the purpose of Section 
7805(b) is to permit the revocation or 
modification to be applied prospectively 
in order to prevent detriment to tax. 
payers who relied upon the earlier pub- 
lished ruling. This follows from the 
Service’s policy that taxpayers may rely 
upon published rulings in determining 
the rule governing their own transac- 
tions. Of course, a change in the law 
carries with it the presumption of 
knowledge thereof by all concerned, and 
the stated policy is obvious!y inap- 
plicable (Section 12.06 of tev. Rul. 
54-172, supra). 


Court Decisions 


The early resolution of tax disputes 
by administrative processes rather than 
by the costly and uncertain road of liti- 
gation is a wish often expressed over 
the years by Treasury officials and by 
taxpayers. However, time has not wit- 
nessed any decrease in civil tax litiga- 
tion; nor is it likely to do so in the fore- 
seeable future in view of the increasing 
complexities of the tax law and the mag- 
netic influence of various unintended 
benefits offered by the Internal Revenue 
Code. Viewing the matter philosophic- 
ally, we have come to believe. whether 
we like it or not, that the expense and 
annoyance of litigation have become 
a part of the never-ending process of 
trying to find right answers to seem- 
ingly hard tax problems. There is noth- 
ing particularly original in that state- 
ment. The late Justice Cardozo said. 
many years ago, in one of his famous 
lectures: “The law stands indicted for 
uncertainty and the names of weighty 
witnesses are endorsed upon the bill.” 

Whether a particular Tax Court de- 
cision, adverse to the Government’s con- 
tentions, is to be followed by a revenue 
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agent (or local conferee) in other cases 
involving a similar issue, has always 
been a troublesome area in tax admin- 
istration. The mere fact, for example, 
that the Tax Court’s decision in a given 
case is adverse to the position taken by 
the Revenue Service in the deficiency 
notice does not per se preclude its use 
as a guideline for other cases. The cri- 
teria lie elsewhere. Where the decided 
issue is predominantly factual in na- 
ture and the essential facts were not 
presented to the Service before it made 
its determination, the decision of the 
court predicated on the facts, and in- 
volving no dispute as to the application 
of the law, is obviously of only passing 
significance as a precedent. 

It is the policy of the Service to an- 
nounce the Commissioner’s acquies- 
cence or nonacquiescence in Tax Court 
decisions in the Internal Revenue Bulle- 
tin and to do so without undue delay. 
His announced acquiescence in a deci- 
sion which reversed his deficiency deter- 
mination means that the case may be 
cited as a basis for disposition of any 
other case involving the same or similar 
issue, provided that the facts and cir- 
cumstances are substantially the same as 
in the cited case. Consideration must, 
of course, be given to the effect of new 
legislation, later regulations, rulings. 
and subsequent court decisions. 

Where the Commissioner has an- 
nounced his nonacquiescence and a peti- 
tion for review is filed in the applicable 
circuit court of appeals, the revenue 
agent is, of course, precluded from cit- 
ing or relying upon the Tax Court de- 
cision. In rare instances, the Com- 
missioner has announced his _nonac- 
quiescence and yet has not sought a 
review of the Tax Court’s decison. Here 
again, the revenue agent or conferee is 
precluded from adopting the Tax Court 
decision in any pending case. In this 
limited class of cases there is usually 
avery good reason for not seeking re- 
view of the Tax Court decision. For ex- 
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ample, the factual record may not be 
propitious for a reversal; or, it may be 
that a similar issue is involved in a 
refund suit in a district court or in 
the Court of Claims and a different an- 
swer might emerge. In any event, the 
nonacquiescence constitutes notice that 
the Service is not abandoning the posi- 
tion it unsuccessfully contended for in 
the Tax Court. 

Cases originating in a United States 
District Court or the Court of Claims 
come under the immediate jurisdiction 
of the Department of Justice. All tax 
cases in the Court of Claims are based 
on rejected refund claims. The same 
is true with respect to the bulk of the 
civil tax cases brought in the district 
courts; and here many of the cases are 
tried before a jury and are, therefore, 
unaccompanied by any “opinion” of the 
court. Only those cases coming out of 
the district courts or the Court of Claims 
which are published in the Internal Rev- 
enue Bulletins may be freely relied upon 
by district audit personnel in the dis- 
position of other cases involving a sim- 
ilar issue and substantially the same fac- 
tual basis. However, procedure exists 
whereby the position of the Service with 
respect to other decisions of these 
courts, not published in the Bulletin, can 
be determined by a revenue agent or 
conferee if necessary to the disposition 
at the district level of any pending case 
involving a similar issue. 

Decisions of the circuit courts of ap- 
peals affirming decisions of the Tax 
Court which had reversed the Commis- 
sioner’s deficiency determinations are, if 
of general importance, published in the 
Internal Revenue Bulletin when the Serv- 
ice accepts a circuit court’s decision as 
the correct application of the law in- 
volved. Such published decisions may 
then be followed in other cases involving 
the same issue. Here, also, procedure 
exists whereby district audit personnel 
may ascertain the Service’s position 
with respect to unfavorable circuit court 
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decisions not published in the Bulletin. 

However, it should be pointed out in 
this connection that the Service some- 
times refuses to accept and follow ad- 
verse decisions of two or more courts of 
appeals on a particular issue. When this 
occurs, it generally indicates that the 
Government intends to continue to liti- 
gate the issue, with the expectation of 
eventual Supreme Court review. In such 
situations, district audit personnel have 
no choice but to adhere to the Service’s 
position in disposing of pending cases, 
or to place them in suspense until the 
issue is finally disposed of, provided 
written consents are secured extending 
the statutory period of limitation on as- 
sessment. 

Obtaining Technical Advice from the 

National Office 

A “technical advisory memorandum” 
is a ruling by the National Office in re- 
ply to a request by a District Director 
for technical advice as to the proper 
treatment of an item or transaction for 
which there appears to be no definite 
precedent. Generally, the request has 
its origin in a current audit. 

As a matter of official policy, the Serv- 
ice is dedicated to the purpose of achiev- 
ing the greatest degree of uniformity in 
technical audit matters throughout all 
the districts. And this policy applies 
equally to isolated transactions and to 
technical matters of general interest to 
all taxpayers. Complaints about incon- 
sistency among districts in the treat- 
ment of substantially similar technical 
problems arising during audit are a 
matter of concern to the Service, which 
the technical advisory function is in- 
tended to avoid. With this purpose in 
view, District Directors and their audit 
personnel have been encouraged, through 
directives, to request technical advice on 
issues which cannot be resolved by the 
field with certainty and consistency on 
the basis of the provisions of the Inter- 
nal Revenue Code, regulations, or rul- 
ings, or other clearly established prece- 
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dents. This long-established policy is 
reflected in Section 8.02 of Revenue 
Ruling 54-172, already referred to. Since 
the National Office will not issue rulings 
to taxpayers on the treatment of any 
item or transaction reflected in a return 
already filed (to do so would be to en- 
ter the field of audit operations), the 
technical advisory procedure serves a 
somewhat similar purpose. 

When a District Audit Division de- 
cides to request technical advice from 
the National Office, a memorandum is 
prepared setting forth all of the perti- 
nent facts, accompanied by any relevant 
documents and other evidence or infor- 
mation necessary to clearly establish the 
facts in the case. The taxpayer's conten- 
tion, including any brief or memoran- 
dum of law he may have submitted, and 
the position of the Audit Division are 
also submitted. Established procedure 
provides that the taxpayer or his author- 
ized representative must be notified that 
the case is being referred to the Na- 
tional Office. The procedure also pro- 
vides that the taxpayer must be afforded 
a conference in Washington before any 
adverse decision is rendered. Thus, the 
taxpayer is assured of a hearing in the 
National Office before an issue is de- 
cided contrary to his views. These rules 
are strictly enforced. 

While such referrals to the National 
Office are most often initiated by the 
District Audit Division, a taxpayer has 
the right to make such a request, and if 
the request is a reasonable one, con- 
sidering the nature of the issue, it is 
usually honored. This is the practice of 
the New York Region. The insistence 
that the taxpayer’s request for such re- 
ferral be reasonable is intended solely 
to prevent needless delay in the disposi- 
tion of cases where the correct answer 
to an unagreed issue is readily obtain- 
able from rulings or regulations. or such 
other published material as taxpayers 
and practitioners are accustomed to con- 
sult when issues arise. 
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Techniques in Allocating Costs to Functions 
in Charitable Organizations 


By SAMUEL L. STEINWURTZEL, CPA 


Modern charity’s need for functional costing calls for the development 
of suitable allocation techniques. This article discusses the procedures 
to be applied in arriving at functional costs with special emphasis on 
the utilization of time sheets and methods of time distribution. 


The current trend toward wider use 
of functional costing in charitable or- 
ganizations makes it imperative that 
care be given to methods of developing 
such costs. The processing of functional 
costs, known as functionalizing, entails 
the classification of expenses from their 
natural form (e.g., rent, tele- 
phone, and materials) into categories 
that describe the operations of an or- 
ganization (e.g., education, community 
service, and fund-raising). The cer- 
tified public accountant’s concern with 
the validity in recording a_ charity’s 
two-fold: (1) He 
has a basic responsibility for the pro- 


salaries, 


functional costs is 
priety of his client’s accounting system, 
and (2) he must assure himself that his 
opinion on the client’s financial state- 
ments is supportable. The core of ac- 
curate functional costing lies in the re- 
liability of the techniques of allocation. 

Unfortunately, much of the functional 
costing in charities is of questionable 
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validity, largely because of the failure 
to use appropriate techniques of alloca- 
tion. As a result, the distribution of 
costs from their natural form to fune- 
tional categories may be faulty. Distri- 
butions are sometimes based either on 
“guesstimates” or on arbitrary deter- 
minations by a charity management. 


Functionalizing Costs in the Books 
of Account 


Several steps should be taken to im- 
prove allocation procedures. To begin 
with, cost distributions should be incor- 
porated in the accounting system and 
records. If feasible, allocations to func- 
tions can originate in the organization’s 
journals (e.g., salaries, in the payroll 
journal) after distribution factors have 
been established. Postings are then 
made to columnar-style expense accounts 
in the general ledger. The ledger ac- 
count itself is generally of the natural 
kind while its columns set forth the 
functional costs. As an alternative, al- 
locations to functions may be developed 
directly in the columns of the general 
ledger expense accounts, thus bypassing 
the journals. Some organizations use a 
reverse procedure by establishing ledger 
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accounts of the functional rather than 
the natural type and distributions are 
then made to columns of natural cate- 


gories. 


The Selection of Allocation Techniques 


In dealing with the question of alloca- 
tion, the charitable organization should 
carefully analyze its operations. Selec- 
tion of techniques depends to some ex- 
tent on the style of the organization. 
Charities that departmentalize functions 
organizationally and physically generally 
will choose methods of allocation that 
differ from those suitable for organiza- 
tions that spread functional assignments 
over the entire employee staff and limit 
functionalizing to accounting and _re- 
ports. 

Particularly valuable as a start is the 
expense list of the charity’s chart of ac- 
counts in natural form. The expenses 
should be carefully examined and ap- 
propriate methods of allocation selected 
for each account. The accountant should 
weigh loss of accuracy in distribution 
with savings in time and money. 

Direct expenses present no problem 
since they are specifically incurred for 
a particular function and it is rather a 
simple matter to allocate such items di- 
rectly to the appropriate function. Joint 
costs (also known as indirect costs) rep- 
resenting costs that are incurred for 
two or more functions, require distribu- 
tion over the functions that have bene- 
fited from them. 
salaries and related costs should be ap- 
portioned on the basis of performance 
while other costs of a joint nature lend 
themselves to allocation by quantitative 
formula or selective device. 


Expenses such as 


As indicated previously, the opera- 
tional pattern generally determines the 
appropriateness of the method of cost 
distribution. The basic guiding prin- 
cinle in making the selection is that the 
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allocation to the function should fairly 
reflect the cost applicable to that fune- 


tion. In dealing with the question of 
salaries, the allocation technique should 
produce the amount of salary cost of 
the function. The salary of an employee 
whose activity is confined to a single 
function is. of course, a direct charge, 
On the other hand, employees who per- 
form services for more than one fune- 
tion need to have their salaries appor- 
tioned. This question brings us to the 
matter of a time record. 


Time Sheets for Allocating Salaries 


If an employee’s time is apportioned 
among functions in advance on a well- 
defined basis and the apportionment is 
scrupulously adhered to in actual prae- 
tice, then the predetermined allocation 
may be utilized in the salary distribu- 
tion and a current time record of the 
employee’s service will not be necessary. 
If, however, the worker’s assignments 
are of such great variety that a predeter- 
mined time allocation schedule (or even 
a subsequent time analysis) does not ac- 
curately reflect the employee's actual 
activity performance, then a time sheet 
of some kind must be kept. Time sheets 
may cover operations over a daily, 
weekly, or monthly period, depending 
on the complexity in accounting for the 
functions performed. Of course. monthly 
or weekly time records are pre erable, in 
that order, because of the limited num 
ber of entries required. Either may sui- 
fice if the worker’s assignments uni- 
formly cover long periods of time. On 
the other hand, if the work is such that 
the employee operates in several func- 
tions within relatively short periods of 
time, it may be necessary to use a daily 
form. The description that follows dis- 
cusses this type of record. Principles 
and techniques apply similarly to the 
weekly and monthly forms. 
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Daily Time Sheet 

The purpose of the employee’s daily 
time sheet is to develop percentages that 
may be applied to joint costs of salaries 
for the distribution of such costs to func- 
tions. At the same time, these percent- 
ages may be utilized for apportionment 
of joint costs of employees’ benefits 
(consisting of social security taxes, 
health insurance, workmen’s compensa- 
tion and other such items) to functions. 

Many with multifunction 
staffs have operated for years without 
having to prepare detailed time records 
and it is only recent influences and 
developments that now compel their use. 


agencies 


Time sheets need not be complex. The 
problem seems large because it is diffi- 
cult for the employee to determine, from 
a day’s work of considerable variety and 
overlapping of activity, the amount of 
time that properly applies to each func- 
tion. Some education of staff is there- 
fore necessary. In enlisting employees’ 
cooperation it should be pointed out 
that allocations on time sheets in many 
instances are necessarily estimates and 
that not all areas of accounting are sus- 
ceptible to scientific exactness. The al- 
locations should be made as simple as 
possible. 

A suitable time chart should be de- 
vised. A style now in use by county 
non-profit agencies operating in the tu- 
berculosis and heart fields covers one 
month’s operations. The work of these 
organizations is mainly educational and 
organizational in nature and _ salaries 
are the chief item of cost. The vertical 
columns of the daily time sheet are 
headed by days of the month while the 
horizontal lines show the functions of 
work of the organization. All profes- 
sional employees are required to keep a 
Entries 
are made for time spent in multiples of 
an hour. Fractions of an hour are dis- 
regarded in order to simplify the re- 


daily record of performance. 
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cording. The employee prepares the 
daily time record at the end of each 
day for the current day’s work. In de- 
ciding upon the appropriate entry for 
time spent, the employee is guided by 
the primary purpose of the work per- 
formed. At the end of the month, all 
the hours are totalled across and cross- 
footed. Percentages are computed for 
each function by dividing each func- 
tion’s hours by the grand total of the 
month. These percentages become the 
distribution factors in allocating the em- 
ployee’s salary (and related benefits) 
to functions. 

In many instances it may not be neces- 
sary for the clerical staff to keep time 
sheets. Rather, the salary of the pro- 
fessional’s secretary or clerical assistant 
is distributed over the functions by the 
same percentage as the professional, 
provided that the work of this employee 
is supportive in nature to the profes- 
sional’s assignments. It would be almost 
impossible for a secretary, being some- 
what removed from the actual program, 
to maintain time records, but it is rea- 
sonable to assume generally that the 
secretary's work corresponds function- 
ally to that of the professional. 


The Use of Summarized Percentages 
of Time Distributions 


Generally, the highest degree of ac- 
curacy in the distribution of joint costs 
is attained by developing the most ap- 
propriate method of allocation to fune- 
tions for each natural expense. This pro- 
cedure is recommended for organiza- 
tions where expense amounts are mate- 
rial and the operations lend themselves 
to refined allocation techniques because 
of the organizational and physical di- 
vision of functions. At times, however, 
such fine analysis, especially in smaller 
organizations or in dealing with insig- 
nificant amounts of expense, is more 
costly in time and effort than the result 
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is worth. Other means of a practical 
nature need to be determined. 

In this connection, an alternative 
method that is particularly useful in al- 
locating joint costs that bear a relation- 
ship to employee activity is that of sum- 
marized percentages of time distribu- 
tions (hereafter referred to as summary 
distribution percentages). These per- 
centages are obtained by collecting all 
time sheet distributions (discussed in 
the previous section) of employees to 
functions for a given period on a distri- 
bution sheet. Final percentages are ar- 
rived at by determining the relationship 
of each function’s total hours to total 
hours of work of the agency. 

Summary distribution percentages are 
useful for smaller organizations espe- 
cially where other methods are not prac- 
ticable in distributing such items as 
rent, telephone other than tolls, sta- 
tionery and supplies, travel, and liability 
insurance, provided that a relationship 
to employee activity exists. Care must 
be exercised when using this method that 
distributions are equitable and do not 
cause distortion of cost. 


Quantitative Measuring Formulas 


Quantitative measuring formulas serve 
in particular instances as devices for 
distributing certain joint costs. Thus, 
rent (including light, heat, repairs, and 
insurance), or building operation if the 
structure is owned by the agency, lends 
itself to quantitative measurement by al- 
location on the basis of space used by 
each function. The total rental cost is 
reduced to a square-foot rate. The num- 
ber of square feet occupied by each 
function is measured and then applied 
against the footage rate, thus producing 
the rental cost of each function. 

It may not be possible to utilize this 
device in cases where employees _per- 
form several functions, as is usually 
found in smaller organizations or in cer- 
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tain types of operation. Here it may be 
necessary to resort to a rental distribu. 
tion to functions on the basis of the 
summary distribution percentages as 
previously suggested. 


Another quantitative method oi allo. 
cation is that employed in distributing 
telephone expense. Toll calls are in the 
nature of direct expense but local sery- 
ice and related costs are of a joint type. 
These latter charges are lumped 
together. A single telephone extension 
cost is obtained by dividing the number 
of extensions into the total cost. The 
expense is then distributed on the basis 
of the number of extensions used by 
each function. Here again, in some or- 
ganizations, an extension may be used 
for more than one function and it is 
probably simpler to allocate the joint 
cost portion of the telephone bill on the 
basis of summary distribution percen- 
tages. 

Quantitative distribution methods are 
also useful in apportioning costs of 
pamphlets, annual reports, and publica- 
tions that contain material pertinent to 
the operations of more than one func- 
tion. The cost per page of each pamph- 
let is computed and then applied to the 
number of pages devoted to each func: 
tion. 


Aggregating Expenses of Like 

Distribution 

It is desirable in appropriate  situa- 
tions to aggregate into groups certain 
natural expenses that are distributable 
to similar functions on the same basis. 
For example, rent, heat, light, and lia- 
bility insurance are costs of space and 
therefore should be distributed equitably 
to functions that occupy space. It fol- 
lows that these expenses may he col- 
lected into one account and then distrib- 
uted as a single item, perhaps labelled 
as space charges or some other suitable 
title. Annuities, social security. group 
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insurance, hospitalization and like ex- 
penses also lend themselves to aggrega- 
tion into one account. Distribution to 
functions would then be made by a suit- 
able method for one collective expense 
identified, 


appropriately possibly as 


payroll items. 


Service Functions 

Many larger agencies maintain opera- 
tional units that render service to the 
functions of the organization. Costs of 
these units (referred to as 
functions) are collected and also dis- 
tributed to functions, in a great number 
of cases, by appropriate methods. Busi- 
ness management is an example of a 
service function. Costs may consist of 
bookkeeping, purchasing of supplies, 
telephone operation and reception, du- 
plicating, mail handling, messenger 
service, personnel work and the like. 
The service function serves as a cost 
center and distributions are made to 
functions that receive service. First, of 
course, the service function must absorb 
all distributive costs such as space 
charges, telephone and other allocable 
expenses. Then, each of its activities 
should be analyzed from the standpoint 
of services rendered. 

Several methods of distribution may 
be required, depending on the activity. 
bookkeeping. such 


service 


For example, in 
phases as receiving and acknowledging 
contributions, deposit of cash, and the 
keeping of contribution records, are 
chargeable to fund-raising. while opera- 
tions consisting of payroll preparation 
and disbursements may bear a relation- 
ship to the activity of all functions. 
These latter items may be distributed. 
if equitable, by the use of summary dis- 
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tribution percentages. In other cases, 
time tests based on service given may be 
necessary in order to determine the ap- 
propriate amount to be apportioned. 
Items of a general nature that do not 
relate to functions but rather are part 
of overall management, are charged to 
administration. 

Appropriate portions of record-keep- 
ing costs are allocated to all functions 
on the ground that record keeping is as 
essential in operating program functions 
as it is in conducting fund-raising and 
also because this procedure produces a 
more complete cost of functions. This 
method of costing is somewhat similar 
to that employed in distribution cost an- 
alysis in commercial accounting. 

Some charities do not distribute the 
cost of service functions on the theory 
that such allocations cannot be made 
with accuracy. Since there are varia- 
tions in practice in this regard, it seems 
advisable that charities’ reports should 
indicate whether service functions have 
been distributed. 


Conclusion 

Considerable pressure is being placed 
currently on the charitable organization 
to improve the accuracy of its functional 
costs. There are indications which sug- 
gest that this pressure will continue 
with even greater emphasis. The bridge 
to accurate functional costing is tech- 
niques of allocation. The certified pub- 
lic accountant and charity management 
need to examine carefully present meth- 
ods of processing costs to determine 
whether responsibilities are being fully 
met to the public and government in 
terms of sound bases for financial 
reporting. 
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Travel and Entertainment Expenses 


By Ricuarp S. Hetstern, CPA 


This article discusses the basic problems resulting from the changes 
in policy of the Internal Revenue Service in dealing with travel and 


entertainment expenses. 


The substantive background of the issues is 


outlined and this is followed by a consideration of recent developments 
including an exposition of the new regulations. 


The Problem 


It is doubtful that there exists an ac- 
countant in practice today who is not 
overly familiar with the litany: “But I 
know I spent more than that on travel 
and entertainment . . . You can't get 
bills for everything . . . I know what 
entertaining is necessary for my busi- 
ness . . . Who says I can’t deduct it?” 
And within the last few years a new 
chant has been added, a most signifi- 
cant one: “But I always used to... .” 
It is true that “he always used to,” but 
practices which, though never condoned, 
were never too strongly attacked in the 
past, are currently subject to severe 
penalties. 

During the past four years there has 
been a distinct change in the policy of 
the Internal Revenue Service in deal- 
ing with travel and entertaining ex- 
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the Decisions AND RULINGS section of 
the Federal Income Taxetion Depart- 
ment of THe New York CERTIFIED 
Pusiic ACCOUNTANT. 
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penses. This change from what might 
be characterized as an “easy-going live 
and let live” policy to the present “get 
tough” policy is due to a_ perfectly 
understandable effort on the Treasury’s 
part to protect the revenue and to 
correct abuses which have grown to un- 
reasonable proportions. With the in- 
creasing complexity of the tax laws and 
the efforts of Congress to plug loop- 
holes which acted to favor one taxpayer 
as against another, the simple device 
available to officers and _ stockholders 
(particularly of, but not limited to, 
closely held corporations) of obtaining 
tax-free benefits through travel and 
entertaining expense accounts, was an 
obvious answer. 

As the practice grew beyond the 
bounds of reasonableness despite re- 
peated warnings from Washington, it 
became necessary for the Service to 
crack down. Examining agents found 
reports being returned from the review 
section because of too generous allow- 
ances of business expenses. Intra-de- 
partmental instructions were _ issued 
which severely circumscribed the dis- 
cretion allowed the agent, and which 
culminated in taxing to the individual 
the portion of expense disallowed to the 
corporation which cannot be proved as 


November 

















NANAK * SG AR BE Se 


A PEAT TTY 





VO69LOESESLIFS 
TVESSIZSPSE9689 
TZ098S6PL19096 
6EPS89LG08P8I1E 
STSP60ESLE9TS9 
6ESP96OZIL8S90 
TSTSSL6ZP98089 
680LS9F0E6S8TS 
6Z8P0S69ELSE810 
668 TLISOPEE8SL 
CO9E8SZOLPIZEO 
VIGLIBS6POS TOL 
TVLO869ZPE 1SL6 
LOI86SESTPLO8E 
LI8OSP9SLZ8IG6F 
9LE8Z6LO9SOELT 
86S618S619SEF0 
OLE89TPESZIZPS 
TZO0T6P89ELSZ09 
IPOSESBTLEPOTL F 
| SISPS6LO8ZELLS F 
) V8TEPS6LI8ZEPL | 
89LS067TEL0986 

STLPO9IEGSS8P09 | 
| &LOZETSP90G9OF | 
GEPLSIBEL86S1L0 
E8PTLZO89PZ6LS 
E8SLI8GLEI9IENZ6 
C8TLGIOPEE8SLI 


a 


GLO806 








TN A 2 REE 








a  eineinendiienteendeminenial 


machine bookkeeping for almost everyone 





80LVESZ9TISOPG 
89VZELSET68OLF ) 
| 690ZL8V6ZPTE60 | 
VI9SPOE6Z8TLSI 
POBR9IPEIPSISPE 
[SP9N0S9IOPES IES 


a 





> 


SALI AT REI TONE 








EPIRA OGRE APT CeO NIE aE Yee gem 


SFR AN LNES OETRE ABER TSAI WPL RTE IT MET LSE 









BLEST 
6997 
8ST88 














Ce & UC & F 


ied 
the 


dis- 
ich 


lew 
OW- 
de- 
jual 








auessuems 


i site Ld, " | ' 


TWNENO! S3I¥S 








Even small firms, with as few as 2 book- 
keeping employees, save money with an 
Olivetti Audit bookkeeping machine. 
The Audit’s simplicity of operation, 
high speed, and many automatic fea- 
tures reduce man-hours of work, cut 
bookkeeping costs. 


Other benefits (besides saving money) 
are equally important. For example, 
when Accounts Receivable are handled 
by an Olivetti Audit: (a) Statements 
go out on time, reducing receivables 
outstanding. (b) Every customer’s bal- 
ance is always up-to-date. (c) Credit 
limits and terms can be closely con- 
trolled. (d) Total sales to each customer 
are always available. (e)The daily record 
of collections is always available. (f) 
Month-end peak loads, to prove and 
balance accounts, are eliminated. 


Cost is negligible, less than $1 per day, 
to buy an Olivetti Audit—a pittance 
compared with a typical bookkeeping 
payroll today. 


Immediate returns result from man- 
hours saved by the Olivetti Audit; cost 
savings show up in the very first oper- 
ating statement after installation of an 
Olivetti Audit. 


Change-over is simple. Present employ- 
ees, without machine experience, can 
operate an Olivetti Audit after an hour’s 
instruction. 


Find out at no risk or expense or obliga- 
tion how many dollars a week your 
firm can save, with an Olivetti Audit. 
We'll be happy to study your book- 
keeping set-up, then demonstrate what 
we can do. See the evidence, then make 
your decision. 


Phone or write Accounting Machine 
Division, Olivetti Sales Corporation, 
584 Fifth Avenue, New York 36, N.Y., 
JUdson 2-4600. 
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not having inured to the personal bene- 
fit of the employee. 

As a result, accountants 
with the problems of making the client 
pay far more attention to obtaining and 
preserving substantiation of his ex- 
penses: of eliminating expenses from 
which the individual obtains personal 


are faced 


benefit: and, in some cases, even of 
changing the clients’ basic business 
policies. 


It is well to bear in mind, however. 
that the law has not changed; only the 
method and extent of its enforcement 
has changed. 


The Law 


“deductions are a matter of 
1 and do not turn on 


Since 
legislative grace,” 
general equitable considerations, it is 
elementary that the first consideration 
is the intent and meaning of the statu- 
for the allowance of 
expenses as deductions. All 
revenue acts have provided for the al- 
lowance of ordinary and necessary ex- 
penses paid or incurred during the tax- 
able year in connection with the carry- 
ing-on of a trade or business’. 

Section 162(a) IRC 1954 
substantially the same as Section 23(a) 
IRC 1939) provides: 


tory provision 


business 


(which is 


2. R.A. 1913 


“There shall be allowed as a deduc- 
tion all the ordinary and necessary ex- 
penses paid or incurred during the tax- 
able year in carrying on any trade or 
business * * *” 

The above statement is deceptively 
simple. Yet two phrases of the above 
quotation have given rise to as much 
confusion and litigation as any others 
in the tax law. 


“Ordinary and Necessary” 


The first is: “ordinary and neces- 
sary.” It is conjunctive. Thus, expense 
might be ordinary, but it must also be 
necessary to the conduct of a trade or 
business*. The reverse is also true*. The 
term “ordinary.” as it has been nega- 
tively defined by the Supreme Court, 
“does not mean that the payments must 
be habitual or normal in the sense that 
the same taxpayer will have to make 
them often®.” For example, counsel 
fees in a lawsuit may be ordinary and 
necessary though non-recurrent®. An 
expense will ordinarily be considered 
“necessary” if the expenditure is appro- 
priate and helpful in developing and 
ma‘nta‘ning the taxpayer’s business * 
provided it is not capital in nature’, 


1. New Colonial Ice Co., Inc. v. Helvering (1933), 292 U.S. 435. 
Sec. II(B) and Sec. II(G) (b); R.A. 1916 
R.A. 1921, R.A. 1924, R.A. 1926—Secs. 214(a)(1) and 234(a) (1); R.A. 
R.A. 1934, R.A. 1936, R.A. 1938, IRC 1939—Sec. 23(a); IRC 1954 


Sec. 5(a) and 12(a); R.A. 1918, 
1928, R.A. 1932, 


Sec. 162. Commencing ir 


1942, provision was made for deduction of certain “non-business” expenses (IRC 1939—Sec. 


23(a) (2); IRC 1954—-See. 212). 
3. Dannemiller. TC Memo Op. 1958-107. 


4. See, for example Welch v. Helvering 


(1933), 290 U.S. 111; Giurlani & Bro. v. 


Com. 


(CA-9, 1941), 119 F(2d) 852; Barbour Coal Co. v. Com. (CA-10, 1934), 74 F(2d) 163, cert. 


den. 295 U.S. 731. See discussion in 


1 Mertens 


(1954 ed.) Sec. 25.09 and footnotes thereto. 


See Louis Greenspon, 23 TC 138, affd (CA-8, 1956) 229 F(2d) 946. 


5. Welch v. Helvering, supra. 


6. Com. v, Peoples Pittsburgh Trust Co. (CA-3, 1932), 60 F(2d) 187; but where the benefit 
is personal, they are not “business expenses,” Kornhauser v. U.S. (1928), 290 U.S. 111. 


7. 4 Mertens Sec. 25.09. 


8. H. S. Crocker Co., Inc. (1929), 15 BTA 175, setting forth the distinction at p. 182; Sec. 
263, IRC 1954; also cost of acquiring good will, defending title, obtaining patents, etc. 
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ultra vires®, or against public policy’®, Reimbursement of Expenses 
“It has been said that the statutory In ordinary business practice, it has 
words ‘ordinary and necessary’ expenses a steed and necessary proce. 
mean those expenses which economically dure for employees to eivenine cesbate 
are an integral part of a business, types of expenses on behalf of the busi- 
whether it be lawful or unlawful’?!. ness. In some cases, the employee is 
; reimbursed by the employer upon sub- 
Incurred in Trade or Business mission of a voucher: in some cases. 
The second requirement, that the ex- the employee is paid sufficient remun. 
pense be incurred in the carrying-on of eration so that he is required to bear 
a trade or business!*, is equally bother- the expense himself; and in other cases, 
some. Although the phrase “trade or the employee is paid a periodic allow- 
business” appears in many sections of ance to cover his disbursements. In 
the Code. it has never been defined in such situations, where the amounts are 
the regulations. Certainly, however. it ordinary and necessary and_ reason- 
carries the connotation of continuous able!®, the amounts of the reimburse- 
activity in a certain field rather than ment or remuneration to the employee 
sporadic or isolated transactions'*. The are allowable as deductions to the em- 
term “trade or business” is not limited — ployer. 
to ordinary industrial or commercial In situations where the employee's 
activities but includes professions, gam- disbursements are less than the amounts 
bling, the arts. and. in effect. acting as received from the employer, the excess 
the employee of a corporation". receipts constitute income to the em- 


9. National Bank of Skowhegan, Me. (1937), 35 BTA 876. 

10. Harden Mortgage Loan Co. v. Com. (CA-10, 1943), 137 F(2d) 432, cert. den. 320 U.S. 
791; Rugel v. Com. (CA-8, 1942), 127 F(2d) 393; Pittsburgh Milk Co. (1956), 26 TC 707. 
But cf Lilly v. Com. (1952), 343 U.S. 90, where payments to eye doctors by opticians are 
“ordinary” because they are a trade practice and necessary to maintain and establish the 
taxpayer's business. : 

11. Pock. supp. to 4 Mertens Sec. 25.09, p. 92, N. 74; Com. v. Doyle (CA-7, 1956), 231 
F(2d) 635; Sullivan v. Com. (1958), _____. U.S. _____- affg. CA-7, 241 F(2d) 46. 

12. The mere “necessity” of an expense does not ensure its deductibility. Personal expenses 
can also be necessary. Com. v. Doak (CA-4, 1956), 234 F(2d) 704. 

13. GCM 6630, VIII-2 CB 179; Rev. Rul. 58-112, IRB 1958-12, 10; Rev. Rul. 55-431, 1955-2 
CB 312; C. Perry Snell vy. Com. (CA-5, 1938), 97 F(2d) 891, where the Court said the word 
business, “notwithstanding disguise in spelling and pronunciation means busyness;” WV. 7. 
Thrift Sr.. 15 TC 366. But see 4 Mertens Sec. 25.08 where it is stated: “Certain objective 
criteria may not, however, be ignored in arriving at a determination of what constitutes a 
‘trade or business’ when the issue of deductibility of a claimed business expense is involved. 
On the one hand, continuity, constant repetition and regularity of activities, as contrasted with 
isolated or occasional action, are not in themselves sufficient to constitute the carrying on of a 
‘trade or business.’ Hence, strictly investment activities may not constitute a ‘trade or business, 
irrespective of the quantity or frequency of the investments. On the other hand, under other 
circumstances, the taxpayer may be held to be carrying on a ‘trade or business’ even though he 
is not regularly or continuously engaged in the particular activities.” 

14. Rev. Rul. 57-502, 1957-2 CB 118 discussed in NYCPA, Jan. 1958, p. 72; A. Jergens 
(1952), 17 TC 806; Harder, TC Memo 1958-97. See Sec. 7701 (a) (26), IRC 1954. 

15. Although the Code does not use the term “reasonable,” it has been held that “reason- 
able” is “inherent in ordinary and necessary.” Com. v. Lincoln Elec. Co. (CA-6, 1949), 176 
F(2d) 815. It is now required by Regs. Sec. 1.162-2. 
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Travel and Entertainment Expenses 


Where the employee has ex- 


ployee. 
pended more than he has received from 
his employer. the excess constitutes a 


deduction by him’®. The full expenses 
of an employee on an allowance or of 
an employee who is not reimbursed are 
allowable deductions where such ex- 
penditures are necessary in order for 
him to hold his job*. 

Certain of these expenses are deducti- 
ble in computing adjusted gross income 
including: reimbursed 
penses for travel away from home, trans- 
portation expenses paid in connection 
with the taxpayer’s performance of ser- 
vices as an employee, and deductions 
allowable to outside salesmen!*. All 
others are deductible from adjusted 
eross income. The significance of the 
distinction lies in the effect upon the 
medical deduction 1° and the deduction 
for contributions “° (which are com- 
puted with reference to adjusted gross 
income), or in cases where the optional 
standard deduction *! is substituted for 
deductions from 


expenseés, eX- 


itemized 
oo 
come~~. 


gross in- 


Developments and Doctrines 


The Cohan Doctrine 


“Under a rigid and inflexible interpre- 
tation or application of the doctrine that 
deductions are a matter of legislative 
grace, a taxpayer would in every case 
be denied a deduction for otherwise 
allowable business expenses where there 


16. Regs. Sec. 1.162-17. 


was a failure of strict proof on his 
part’*8, This would prove fatal in 
almost every case since complete sub- 
stantiation, such as a bill or receipt, is 
not available for many types of ex- 
penditure (e.g., taxi fares, tips, bar bills, 
and meals in most restaurants where 
no charge account is maintained). 

Out of this situation arose the “Cohan 
Doctrine.” There is little doubt that 
George M. Cohan’s fame in the tax 
world equals his reputation in the world 
of the theater. In 1930 the Court of 
Appeals for the Second Circuit held 
that where it was clear that expenditures 
were incurred and paid by Mr. Cohan, 
even though he had no substantiation 
therefor, an approximation should be 
made, even though it bear heavily 
against the taxpayer**. Although this 
decision dealt with travel and entertain- 
ment expense, it has been extended to 
cover business expenses generally. 

It should be noted that in the Cohan 
case, the Commissioner allowed nothing 
for claimed expenses on the sole ground 
that the precise amount had not been 
adequately proved. The Tax Court has 
distinguished from this the situation 
where the Commissioner had made some 
allowance (presumably under the Co- 
han doctrine) which the taxpayer claims 
as insufficient*’. In such a situation, the 
court implies that the taxpayer must 
sustain the burden of proof in order to 
increase the amount allowed. And in a 
recent case, the Fifth Circuit held that 


17. See Rev. Rul. 57-502, supra. and cases cited therein. 


18. Sec. 62(2), IRC 1954. 

19. Sec. 213(a) and (b), IRC 1954. 
20. Sec. 170(b) (1), IRC 1954. 

21. Sec. 141, IRC 1954. 

22. Regs. Sec. 1.141-1. 

23. 4 Mertens, Sec. 25.04, pp. 9 and 10. 


24. Cohan v. Com. (CA-2, 1930), 39 F(2d) 540. 


25. Frieda Hempel, TC Memo Op., 10/30/52. 
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where no evidence was submitted, the 
lower court was justified in ignoring the 
Cohan doctrine*®. However, there is the 
implication that this may be due to the 
fact that this particular case arose as 
a claim for refund. 

The Cohan doctrine has been recog- 
nized specifically by the Internal Rev- 
enue Service in Revenue Ruling 54- 
195*7, in which Internal Revenue ofh- 
cers are instructed to make approxima- 
tions of unsubstantiated expenses, where 
possible, if a proper basis exists. These 
instructions were reiterated in Revenue 
Ruling 54-4978, which, however, stated 
that it is incumbent upon the taxpayer 
to piovide sufficient records in connec- 
tion with the claimed expenses to pro- 
vide a basis for an educated approxi- 
mation. 


Other Court-Inspired Principles 


One of the important early develop- 
ments was the requirement that the 
taxpayer prove that the purpose of the 
expenditures was primarily for business 
rather than social or personal, and that 
the business served by the taxpayer 
benefited or was intended to benefit 
therefrom. The Tax Court said, “In 
general, membership in social, political 
or fraternal organizations is [not] help- 





26. W. H. Williams, Sr. et al v. U.S. 
27. 1954-1 CB 47, 48. 
28. 1954-2 CB 75. 
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ful in obtaining clients through contacts 
made thereby .. .,” and that therefore 
the taxpayer must show the business 
benefit received*®. This “personal bene- 
fit” doctrine, cited in so many cases *° 
that it has become almost axiomatic, is 
a basis for many developments. 

One of those which may have far 
reaching effects is the Sutter case*', 
Since personal expenses are not deducti- 
ble, the Court disallowed a portion of 
Sutter’s entertaining expense because it 
would have been incurred even if the 
taxpayer were not entertaining. Thus, 
for example, that portion of the ex- 
penditure equivalent to what the tax- 
payer normally spent for lunch was not 
deductible. This principle can raise 
many problems through its extension*. 
For example, would it be necessary to 
prove that the taxpayer, who takes a 
customer to theater, would ordinarily 
not go to that show—or to the theater 
at all? 

In a more recent case**, which cited 
and followed Sutter, a taxpayer who ate 
at his club every day, although he joined 
it for business reasons, could not deduct 
the cost of his own meals when he enter- 
tained clients there since they did not 
exceed what he ordinarily spent for 
lunch. Further, only half of his club 
expenses were allowed. 


(CA-5, 1957), 245 F(2d) 559. 


29. Louis Boehm (1937), 35 BTA 1106, but cf Estate of Nottingham, TC Memo Op., 1956- 
281, where depreciation was allowed on bar and rumpus room used to entertain customers in 


taxpayer’s home. 


30. See, e.g., Lellyett & Rogers. Inc.. TC Memo Op., 1946; Schulz (1951), 16 TC 401; 
Armstrong, et al., TC Memo Op., 1947; Curry, TC Memo Op., 1951; Miggins, TC Memo Op., 


1949, 
31. Richard A. Sutter (1953), 21 TC 170. 


32. See discussion in Hemmings, Technical Rules Underlying Current Furor Over Deducti- 
bility of T & E Expenses, Journal of Taxation, January 1958, p. 3. 


33. John W. Scott, TC Memo, 1956-274. 
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This year a further extension was 
made**. Where the officer of a corpora- 
lion entertained customers and prospec- 
tive customers at his home and outside, 
and, to complete a party, also invited 
personal friends, only that portion of 
the expenditure applicable to the cus- 
tomers was deductible. 

Because of the “personal benefit” doc- 
trine. there have been promulgated a 
series of revenue rulings and _intra- 
departmental rulings which have culmi- 
nated in the present policy of the In- 
ternal Revenue Service which results in 
“double taxation.” 


The Commissioner's Position 


The high tax rates which came into 
effect during World War II provided a 
new stimulus to the expense account. 
In addition to other advantages of 
adopting the corporate form during that 
era, was the gain in obtaining a deduc- 
tion on the corporation tax return for 
reimbursements to employees, which, in 
most cases, was not accounted for by 
the individual recipients. The abuses in 
this direction led to an “expense ac- 
count” economy, and indeed, even today 
there seems to exist the belief that the 
expense advance can be used to effect 
“fringe benefits” to the employee whose 
tax brackets minimize the advantages 
of increases in salary which are fully 
taxabie*®, 

Naturally, the Internal Revenue Ser- 
vice was aware of the situation and the 
number of reported cases bears not so 
mute evidence to its attempts to correct 
the abuses prevalent. The field agents, 
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however, found the situation a most 
difficult one, and, as is self-evident, were 
confronted with the Hobson’s choice of 
sacrificing productivity or arriving at 
compromise settlements under the Cohan 
principle (except that, in order to get 
an “agreed case,” it was often necessary, 
in applying the Cohan doctrine, to lean 
heavily against the government instead 
of the taxpayer). This state of affairs 
inevitably led to further evil. The tax- 
payer, realizing that some disallowance 
was inevitable, sometimes merely in- 
creased his estimate of the amount of 
unsubstantiated expenses to cover the 
expected disallowance. 


Revenue Rulings 


Shortly before the enactment of the 
1954 Code, the Commissioner issued a 
ruling intended clearly to set forth his 
position both to the taxpayer and the 
examining agent®®, The second para- 
graph unequivocally put the taxpayer 
on notice that the Commissioner was 
fully aware that the problem arose, not 
merely as an error of law, but that tax- 
payers claimed business deductions 
which included non-deductible personal, 
living and family expenses*’, as well as 
“fictitious deductions” and “excessive 
claims” with “willful intent to de- 
fraud**.” Aside from the foregoing, 
however, the ruling shed little new light 
on the problem. It gave guidance in the 
application of the Cohan doctrine in 
rather broad terms, and stated that it 
was not the policy of the Service to 
allow percentage or similar settlements. 

This was followed by Revenue Ruling 


34. A. C. Engineering Corp., TC Memo, 1958-147. 


35. See discussion in Andrew C. Bailey, “Compensation with The Fringe on Top,” 16 N.Y.U. 


Institute on Federal Taxation, pp. 275, et seq. 


36. Rev. Rul. 54-195, 1954-1 CB 47, originally issued as IL.R. Mim 54-92 on May 25, 1954. 


37. Sec. 262, IRC 1954. 


38. That this was not an idle threat or mere bluff is evident in the fact that the Commissioner 
has asserted fraud, and won, based solely on such excessive and fictitious claims. See Frank 
Fehr Brewing Co., D.C. Kentucky, 3/5/58 (_____. F. Supp. _____). 
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54-497 ** which discussed travel ex- 
penses with particular emphasis on the 
definition of “away from home.” How- 
ever, this discussion, aside from defin- 
ing “away from home,” added nothing 
to the resolution of the problem of how 
to handle unsubstantiated deductions. 
The Commissioner’s position on an- 
other phase of the problem was pub- 
lished in a ruling covering the deducti- 
bility of expenses for a wife accompany- 
ing her husband on a business trip*’. 
But although the ruling provided that the 
deduction of the wife’s expenses would 
not be allowed unless the taxpayer sus- 
tained the burden of proof that her 
and served a 
it was 


presence Was necessary 
bona fide business purpose, 
couched in such broad terms as to be of 
little practical value. A much more 
definitive position on this subject was 
promulgated early in 1956". This rul- 
ing provided specific rules as to when a 
wife’s expenses are deductible. While 
these rules do not particularly help with 
the problem of substantiation, they do 
delineate when a wife’s presence “has a 
business purpose.” For example, the 
ruling states that the performance of 
incidental services such as typing notes, 
drawing checks, and accompanying her 
husband to luncheons and dinners do 
not establish her presence as necessary 
to the conduct of her husband’s busi- 
ness. It also points out that if, on the 
business trip, the taxpayer engages in 
local sightseeing, entertaining, and visit- 


39. Rev. Rul. 54-497, 1954-2 CB 75. 
10. Rev. Rul. 55-57, 1955-1 CB 315. 


11. Rev. Rul. 56-168, 1956-1 CB 93. 
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ing unrelated to his business, the perti- 
nent expenses are personal and _ non. 
deductible. As a guide in determining 
the amount deductible, the ruling points 
out that such amount is that which is 
“directly related to the business purpose 
of the trip. that is, the cost at the single 
rate for similar accommodation*.” 


The “Double Tax” 


Despite these rules, and the plethora 
of court cases sustaining the Commis- 
sioner, the abuse of the deduction for 
business expenses continued to flourish. 
During 1956, in an unpublished memo- 
randum, there arose the first fore- 
shadowing of the Service’s taking more 
drastic measures in the field, through 
the taxation of disallowed corporate ex- 
penses as dividends to oflicer-stock- 
holders. However, except in the most 
flagrant cases, the suggestion was not 
adopted at the field examination level. 
A further and much stronger interde- 
partmental order was issued in May of 
1957. and from that date forward a new 
problem was added to the horror of 
the confusion — that of the “double 
tax.” 

The policy of double taxation has 
never been officially announced, al- 
though early in 1957 the Commissioner 
strongly intimated that steps were go- 
ing to be taken to correct the use of 
business deductions such as travel, en- 
tertainment, club dues, yachts, automo- 


biles, and company-supported _ resi- 


12. See Jack Schlosser, “Travel and Entertainment Expense,’ NYCPA, December 1956. 


p. 719. But cf Faitoute Iron & Steel Co. (1928), 11 BTA 818 where the Court allowed to a 
corporation the expenses of both a taxpayer and his wife on a business trip to South America, 
but then treated the reimbursed expenses of the wife as income to the husband and allowed him 
no deduction therefor. It is indicative of the change in the Commissioner’s attitude to note 
that he acquiesced in this decision (VII-2 CB 12) which would not be so today. See Ernest J. 


Sargeant, “Matrimony and the Family Business,” 


pp. 804-808. See Regs. Sec. 1.162-2(b) (2). 
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dences. as fringe benefits to officer- 
stockholders and- other employees**. The 
courts generally have upheld the posi- 
tion of the Commissioner that advances 
by a corporation to an employee which 
were labeled “business expenses” but 
from which, in fact, the employee de- 
rived personal benefits, were not only 
to be disallowed to the corporation, but 
were to be taxed to the individual as 
“dividends**.” 

Nevertheless, this procedure is not 
foolproof since it can defeat itself by 
leaving the corporation with no earn- 
ings and profits available for dividends. 
The disallowances resulting in deficien- 
cies in income tax reduce the earnings 
and profits available for dividends in 
the year of the deficiency*. Further. 
the earnings and profits available for 
dividends are also reduced by the in- 
terest on the deficiencies annually ac- 
crued for the taxable years involved*®. 
If there were no earnings and profits 
available for dividends, there is some 
question as to whether the Courts would 
uphold a double taxation based upon 
merely the contention that the amount 
of personal benefit was “other income.” 
Certainly, if the amount was treated as 
additional compensation, it would con- 
stitute a deduction to the corporation, 
thus eliminating one of the two taxes*. 

There also arises a very interesting 
technical problem: How does the basis 
of the agent’s disallowance of the ex- 
pense to the corporation affect its tax- 
ability to the individual? If the deduc- 
tion is disallowed at the corporate level 
as being excessive and unreasonable. 


43. [.R. Circular No. 57-85, June 20, 1957. 


4. E.c., Lucien I. Yeomans (1945), 5 TC 
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this in itself would not indicate that the 
recipient or recipients enjoyed any per- 
sonal benefit therefrom. If the deduc- 
tion were disallowed as being “unsub- 
stantiated” there is some question as to 
whether this, in itself, would indicate 
that personal or non-business expenses 
were paid on behalf of or to the em- 
ployee. If the disallowance was based 
upon the expense not being proximate 
to the carrying on of a trade or busi- 
ness, or not being an ordinary and ne- 
cessary business expense, there is car- 
ried the implication of personal benefit 
to an individual. 

Administrative problems raised are 
infinite, and are by no means limited 
to the gargantuan task of disproving 
personal benefit from the use of company 
cars, club memberships, attendance at 
sporting events, etc. For example, an 
individual whose return has been ex- 
amined in “office audit” may be subject 
to a supplemental determination when 
his corporate employer’s return is sub- 
sequently examined. An individual of- 
ficer-stockholder in multiple corpora- 
tions might be called on several times 
for review. An individual who reports 
on a calendar year basis, but who is 
emploved by a fiscal year corporation, 
faces further problems. 

The result of this double taxation 
policy of the Commissioner is, in many 
cases, a tax of more than 100 per cent 
of the amount disallowed. Since the 
corporation rate is 52 per cent, an 
officer-stockholder need only be in the 
50 per cent bracket to be subject to a 
confiscatory tax. However, since it has 


870; Regensburg v. Com. (CA-2, 1944), 144 


F(2d) 41, cert. den. 323 U.S. 783; Louis Greenspon, et al. (CA-8, 1956), 229 F(2d) 947. 


45. Stern Bros. & Co. (1951), 16 TC 295. 
46. Sidney Stark (1958), 29 TC 


No. 17. 


47. The Commissioner could contend, of course, that the salaries paid plus the amount taxed 
to the employee as “personal benefits received” constituted unreasonable and excessive salaries 
aid was therefore not allowable as a deduction by the corporation. 
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long been accepted that ordinary divi- 
dends are taxed at more than 100 per 
cent, there appears to be no _ possible 
relief in claiming that this is a tax upon 
capital. 

Various artificial expediencies have 
been tried to obviate the danger of the 
double tax, in some cases even to the 
detriment of normal business opera- 
tions. Under the 1958 Act, the stock- 
holders of certain “small business cor- 
porations” may elect not to be taxed as 
a corporation but to have their pro- 
portionate share of the corporation’s in- 
come taxed to them individually. Thus, 
expenses disallowed would be taxed at 
only one level*’, 

Another method which has been tried 
in the case of manufacturing corpora- 
tions is the creation of a sales agency 
organized as a partnership. In such 
situations. all of the business expenses 
are paid through the agency. Thus, any 
disallowance to the partnership results 
only in a tax to the individual partners. 

Another solution which has been at- 
tempted is to have all of the expenses 
borne by the employee, none of which 
are reimbursed, and to have the em- 
ployee claim the deductions on his per- 
sonal return. Where a corporate officer 
claims as a deduction travel or enter- 
tainment expenses which are not reim- 
bursed to him by the corporation-em- 
ployer, it is incumbent upon him to 
prove that such expenses are necessary 
to the earning of his remuneration, 
otherwise they are deductible by neither 
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the officer nor the corporation*®. The 
Commissioner's explanation is that “a 
corporation and its officer are different 
entities” and “the statute does not per- 
mit the deduction by one taxpayer of 
the expenses of a separate and distinct 


taxpayer.” However, if the officer re. 
ceives an allowance, or there is a cor- 
porate resolution requiring him to as. 
sume such expenses, the Commissioner 
states that this would “tend to indicate 
that these are a necessary expense of 
his office.” The absence of this evi- 
dence is not necessarily fatal, but does 
increase the taxpayer's burden of 
proof*®, 

Line (6a) 

With the appearance of the 1957 in- 
dividual federal income tax forms 1040, 
a new furor arose, which has _ been 
termed the “line 6(a) confusion®!.” 
Originally the Service announced that 
any employee who was reimbursed for 
business expenses advanced by him 
during the year 1957, must report the 
total amount of these expenditures on 
line 6(a) of the form. This requirement 
would result in a tremendous record- 
keeping and reporting burden for em- 
ployees and employers, _ particularly 
penalizing those firms where strict and 
detailed records were kept and where 
even the smallest expenditures are re- 
imbursed through petty cash vouchers. 

On November 11, 1957, the Com- 
missioner issued a statement*” explain- 
ing that this was no real change in 


18. Sec. 64, 1958 Technical Amendments Act. A small business corporation is defined as one 
having only one class of stock owned by not more than 10 individual stockholders, including 


estates, none of whom is a nonresident alien. 


19. Hal E. Roach (1930), 20 BTA 919. 


50. Rev. Rul. 57-502, supra. Andrew Jergens, supra; Carl J. Schmidlapp vy. Com. (CA-2 


1938), 96 F(2d) 680; Tyler, 13 TC 186. See discussion of Walter I. Geer, 28 TC — 
3ut cf Harder TC Memo Op., 1958-97, where the Court allowed 


in NYCPA Nov. 1957, p. 791. 


No. 112, 


the taxpayer certain expenses in his cepacity as a salesman which would not have been 


deductible by him as an officer. 


51. See Thomas Graves, “Reimbursed Expenses,” Journal of Accountancy, June 1958, p. 27. 


52. News Release IR 204, Nov. 11, 1957. 
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policy, but that the new form was de- 
vised merely to provide space for tax- 
payers to claim deductions, and to en- 
able them to develop information which 
would aid in more effective correction 
of the abuses. Nonetheless, by the end 
of November the Commissioner found 
it necessary to abandon his position and 
issue a statement? that in view of the 
fact that most taxpayers would be faced 
with an insurmountable burden because 
the policy was not announced in time 
for taxpayers to keep necessary records, 
the use of line 6(a) would not be re- 
quired for 1957 returns. 

Early in 1958, the Commissioner is- 
sued certain “proposed regulations” in 
an effort to set forth rules which would 
solve the questions raised by the “line 
6(a) confusion.” These proposed reg- 
ulations with certain changes were 
adopted in final form in August 1958", 
accompanied by a news release setting 
forth the reasons and attitude of the 
Commissioner in their adoption®®. 


The New Regulations 


As an introduction to the new regu- 
lations, the Commissioner has stated 
that his purpose in promulgating them 
is to provide rules for reporting of or- 
dinary and necessary business expense 
by taxpayers on their income tax -re- 
turns, and for guidance as to the type 
of records which will be useful for 
compilation and substantiation. He 
further explains that the requirements 
do not apply to expenditures for inci- 


53. News Release IR 206, Nov. 25, 1957. 
54. TD 6306 covering Regs. 1.162-17. 

59. IR-235, August 27, 1958. 

56. Sec. 1.167-17 (a). 


wn 
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dentals such as fares, office supplies 
and the like. Such reimbursed expenses 
do not require reporting or substantia- 


tion by the individual’®, 


Reporting Requirements 


Reporting of amounts received and 
disbursed is not required where the 
amounts reimbursed are equal to the 
amounts expended (or where an em- 
ployee does not claim any deduction for 
any excess of expenditures over reim- 
bursements) provided that the employee 
has submitted a written expense ac- 
count to his employer with respect to 
all expenses so incurred. In such a 
case, the employee is required only to 
submit a statement with his return that 
his reimbursements did not exceed the 
amounts expended®*. Presumably this 
would place the burden of substantia- 
tion on the employer. 

The second instance in which a state- 
ment need not be submitted is where 
the employee has received reimburse- 
ments in excess of the amounts ex- 
pended (again, where the employee ac- 
counts to his employer). In this situa- 
tion, the excess must be included in in- 
come and the taxpayer must make a 
statement to this effect on his return®®. 

The two cases in which reporting in 
the form of a statement is required are: 
(1) where the employee has incurred 
expenses in excess of the amount reim- 
bursed and claims such excess as a de- 
duction®®; and (2) in all cases where 


d7. Sec. 1.162-17(b) (1). There is no Line 6(a) on the 1958 returns. There are two ques- 
ions to be answered: “Did you receive an expense allowance or reimbursement, or charge 
expenses to your employer?” and “If ‘Yes, did you submit an itemized accounting of expenses 


to your employer?” 
58. Sec. 1.162-17(b) (2). 
59. Sec. 1.162-17(b) (3). 
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the employee is not required to “ac- 


count” to his employer®. 

The Commissioner explains the mean- 
ing of “account to his employer” by 
providing that this “means to submit 
an expense account or other written 
statement to the employer showing the 
business nature and the amount of all 
the employee’s expenses (including 
those charged directly or indirectly to 
the employer through credit cards or 
otherwise) broken down into such broad 
categories as transportation, meals and 
lodging while away from home over- 
night, entertainment expenses and other 
business expenses.”*! Thus, the em- 
ployer, upon receipt of the expense 
voucher will have to distinguish and 
reimburse the employee only for those 
expenses which were not charged di- 
rectly to the employer. 

In either of the cases where the ex- 
penses must be reported, the employee 
must submit a statement with his return 
indicating the amount received from 
his employer, including therein any 
amounts charged directly or indirectly 
to his employer, and the details of his 
expenses broken down into the broad 
categories described above. In addi- 
tion. the statement must also contain 
the: nature of the employee’s occupation 
and the number of days spent away from 
home overnight in connection with his 
employment®™. 


Substantiation 


The new regulations indicate that 
upon examination of their returns, em- 


60. Sec. 1.162-17(c). 


61. Sec. 1.162-17(b) (4) (emphasis supplied). 


62. Sec. 1.162-17(b) (3) and (c). 
63. Sec. 1.162-17(d) (1) (i) and (ii). 
64. Sec. 1.162-17(d) (1) (iii). 

65. Sec. 267(b) (2) IRC 1954. 

66. Sec. 267(c) (4) IRC 1954. 

67. Sec. 1.162-17(d) (iv). 


810 


Travel and Entertainment Expenses 








ployees will be required to substantiate 
their expenses in several types of situa. 
Substantiation will be required 
in all cases where reporting is re- 


tions. 


quired®’, In addition, substantiation 
will be called for where the taxpayer 
has a relationship with his employer be. 
cause of which, under the Code, he 
would be denied deductions of any 
losses incurred®™. This includes em- 
ployees who directly or indirectly own 
more than 50 per cent of the stock of 
the employer (if a corporation). or in 
the case of a non-corporate employer, 
those who are a member of the em- 
ployer’s family, including brothers and 
sisters, stepbrothers and 
spouse, parents and grandparents, and 
children and grandchildren®™. 


stepsisters, 


Another case in which substantiation 
will be required, whether or not a 
statement is required, is where the 
employer's accounting for, and sub- 
stantiation of, employees’ expenses is 
deemed inadequate®*. Obviously, this 
is the situation which results in double 
tax on expenses disallowed to the em- 
ployer. since if substantiation is inade- 
quate on the employer’s level, it is 
doubtful if the employee will have ‘better 
proof. 

The regulations require that adequate 
and detailed records be kept of such ex- 
penses as travel, transportation, enter- 
tainment and similar business expenses. 
In these records, the taxpayer should 
indicate why such expenses were ieces- 
sary to the earning of his income. As 
has been discussed before, since the 


November 
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corporation and the individual are 


separate and distinct entities, unreim- 


bursed expenses o7 behalf of the cor- 


poration. which are not ordinary and 
necessary to the individual, are de- 
ductible by neither®>. 

One method suggested by the Com- 
missioner is maintaining a daily diary 
plus the retention of supporting docu- 
ments, especially in connection with 
large or unusual expenditures. Recog- 
nizing the difficulty of maintaining de- 
tailed records or of obtaining and pre- 
serving documents supporting all ex- 
penses. the Commissioner has stated 
that detailed records of small expendi- 
tures incurred in travel or transporta- 
tion (such as tips) will not be required. 
but may be established by approxima- 
tions based upon secondary sources of 
information and collateral evidence®. 
For example, when the taxpayer's posi- 
tion and occupation are taken into ac- 
count, and he can show the class of 
hotel and type of accommodations, the 
size and number of tips may be reason- 
ably estimated. 

Immediately following the promulga- 
tion of the new regulations in final 
form, the Commissioner supplemented 
them with a promised ruling.“ This 
ruling sets forth circumstances under 
which an employee’s allowances (for 
which he does not account to his em- 
ployer) shall be deemed to be equiva- 
lent to an accounting. Under these 
circumstances, the employee need not 
submit a detailed report. Thus. if an 


employee receives a mileage allowance 
of not more than 121% cents per mile, or 
a per diem allowance in lieu of sub- 
sistence of $15 or less, he shall be 
deemed to have accounted to his em- 
ployer. The ruling also provides that if 
circumstances require a larger ailow- 
ance, a request for a ruling can be sub- 
mitted’*, The granting of such a rul- 
ing shall establish rates under which 
the taxpayer shall be deemed to have 
made an accounting, and thus need not 
report. 


Problems Raised by the Regulations 


Unfortunately the Regulations raise 
new practical problems. If, for example, 
a taxpayer's employment contract, 
whether written or oral, provides for re- 
imbursement upon an accounting of all 
expenses incurred in pursuance of his 
duties, but does not provide reimburse- 
ment for expenses incurred by that em- 
ployee in trying to obtain new cus- 
tomers on his own time, the employee 
apparently would have to submit a state- 
ment of all expenses and reimburse- 
ments in order to obtain a deduction 
for the latter type of expenditures for 
which he was not reimbursed‘. An- 
other example very near home is that 
of the staff accountant who is reim- 
bursed for all expenses, but wishes to 
deduct membership dues in The New 
York State Society of Certified Public 
Accountants and in the AICPA, and 
subscriptions to professional journals. 

Is there really a distinction between 


68. See discussion in 4 Mertens Sec. 25.12, footnote 31. 


69. See. 


1.162-17(d) (2) and (3). The diary should contain at least the following informa- 


tion; date, amount expended, persons entertained, place of entertainment, type of entertainment 


(eg., lunch, dinner, bar, theater, etc.), 


business purpose (e.g., prospective customer, buyer, 


salesman, etc.) and, if reimbursed, the date of receipt. 
70. Rev. Rul. 58-453, 1958-37 IRB, first appeared as T.ILR. No. 91, Sept. 8, 1958. 
il. These amounts are 125 per cent of Government allowances. 


72, Requests for such rulings should be sent to: Commissioner of Internal Revenue; Atten- 
tion: Tax Rulings Division, Washington 25, D. C. 


‘3. It has been argued that since the obtaining of new customers might result in promotion 
and increased income to the employee. such deductions would fall under Sec. 212 and thus 
no statement under Sec. 162 would be required. 
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the two examples insofar as the re- 
quirements for reporting are con- 
cerned? Certainly the professional ex- 
penditures of the accountant are not 
“reimbursed” expenses. Are they busi- 
ness expenses? Since they are covered 
in the regulations under Section 162 
(which is entitled “Trade or Business 
Expenses”), they are considered so by 
the Commissioner**. Do we then attempt 
to distinguish on the basis that they are 
not “reimbursed”? This would be true 
of the first example as well as other 
types of situations at which the regula- 
tions were aimed. It must be obvious 
that any taxpayer who claims deductions 
for entertaining expenses will be called 
upon to provide the complete statement. 
It would appear, therefore, that in our 
examples we have a difference with- 
out a distinction. Certainly, semantics 
will not provide the“answer. Yet we do 
not believe that the accountant’s situa- 
tion is one for which it was intended 
that a statement should be furnished. 


Since it would appear, however, that 
a strict interpretation cf the regulations 
would require complete statements in 
both of the foregoing cases, it would be 
necessary for the taxpayers to keep rec- 
ords of reimbursed expenses. But such 
records may not provide sufficient proof 
upon examination since substantiation 
of all reimbursed expenses will have 
been submitted to the employer. Since. 
under most bookkeeping systems. the 
employer does not segregate such vou- 
chers by employee, assembling such 
vouchers for any individual employee 
becomes an onerous, if not impossible, 


Travel and Entertainment Expenses 


task. It therefore behooves any em. 
ployee who is reimbursed for the type 
of expenses for which a statement might 
be required under Section 1.162-17 of 
the regulations, to keep a diary of all 
expenses, reimbursed or otherwise, and, 
in addition, to keep duplicates of the 
vouchers submitted to the employer. 

Another purely practical problem is 
that of the officer-stockholder who sub- 
mits a statement showing both reim- 
bursed and unreimbursed — expenses. 
Even though all of the expenses claimed 
are bona fide, it is rare that more than 
a small proportion can be substantiated 
by actual vouchers. An application of 
the Cohan rule would probably result in 
allowance only of the amount reim- 
bursed, and the chances of obtaining 
deductions for a substantial portion of 
the excess may be slight. 


Conclusion 

Throughout the voluminous cases of 
litigation involving disallowed business 
expense, it is apparent that the vast ma- 
jority of cases turn on substantiation”. 
Bul a far greater percentage of cases in- 
volving disallowance because of lack of 
proof are decided at the field examina- 
tion level. Thus, the best way to pro- 
tect the deductions for business expense 
is to provide proof. When expenses are 
fully substantiated, it is rare that the 
question arises as to whether they are 
ordinary, necessary, reasonable, or in- 
curred in connection with the business 
unless they are blatantly personal in 
nature. Obviously, the summer junket 
abroad, the winter vacation to Florida 
and the Christmas cruise of the officer- 


74. Regs. 1.162-6 specifically cover professional expenses. Regs. 1.212 do not. It could be 
argued that such expenses are not “in connection with services as an employee” (Sec. 1.162 


17(a)), or, 


as stated in the instructions to accompany form 1040, “in connection with his 


employment.” The danger in such an argument is to infer that such expenses are for future 
personal gain and hence may be disallowed under Regs. Sec. 1.212(f). 


75. Recently a new influx of decisions and rulings involve what constitutes “away from 
home” in connection with travel expense. The scope of this article does not permit of a 


discussion of this problem. 
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Travel and Entertainment Expenses 


stockholder of a close corporation not 
only are objects of prime suspicion, but 
doubt upon all other expenses 
De- 
ductions for company-owned cars, com- 
pany-owned yachts, company-owned va- 
cation resorts are red flags and should 
only be claimed where the 
evidence of their business use and _ne- 
cessity is available. 

It cannot be gainsaid that every case 
It must also 
be realized that every field examina- 
tion depends on the examining agent. 
There have been cases within our knowl- 
edge where the examining officer has 
refused to accept as substantiation a 
minutely detailed diary on the grounds 
that it was too perfect. Certainly, it is 
evident that membership in a credit 
card club supplying monthly statements 
is not enough, in and of itself. 


can casl 


claimed as business deductions. 


strongest 


must stand on its own. 


Every 
dining charge must be related to its 
business purpose through identification 
of the guests and their proximate rela- 
tionship to the taxpayer’s earning of 
income. 

Further, expenses should bear some 
relationship to the business benefit ex- 
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pected. It is difficult to convince the 
Internal Revenue Service that the sub- 
stantial expenses incurred for a two- 
week stay in Florida are ordinary, ne- 
cessary and reasonable for a visit to a 
customer who makes occasional pur- 
chases in small quantities of the tax- 
payer’s product, and who has no poten- 
tial for a substantial increase. Busi- 
ness expense deductions are not in- 
tended to constitute tax-exempt fringe 
benefits and the Internal Revenue Serv- 
ice will not allow them as such. They 
will be audited in the light of whether 
they would be incurred by a reasonably 
prudent business man if there were no 
tax benefits involved, and should be so 
considered by the taxpayer. 

Insofar as the burden of keeping ade- 
quate substantiation is concerned, it is 
well to consider the effort and expense 
involved in earning sufficient income to 
equal the out-of-pocket loss resulting 
from the disallowance of unsubstanti- 
ated deductions. Revords supporting de- 
ductions should be prepared with the 
same acumen and care that other 
phases of the business require—and 
probably with more care. 
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Recent Developments in Accounting 


for Employee Benefit Plans 


By IstporE PLatKin, CPA 


In addition to outlining some of the more important recent developments 
affecting the accounting and auditing of employee benefit plans, the author 
of this article has also provided pertinent background material to aid in 
the recognition of trends which may have significant bearing upon the 


CPA’s role in this field. 


The last decade has seen a tremen- 
dous increase in the number of plans 
established for the benefit of employees, 
including welfare funds, pension plans 
and profit-sharing plans. Frequently 
the result of collective bargaining agree- 
ments, such plans also are often insti- 
tuted through unilateral employer ac- 
tion, to provide employee incentives 
and to supplement governmental social 
security, unemployment insurance, and 
disability programs. 

Employer contributions to these plans 
often involve a considerable cost and a 
question frequently asked is whether 
the same amount would not be better 
spent if paid out as direct salary and 





IsiporE PLATKIN, CPA, is a partner in 
the firm of Tunick & Platkin, Certified 
Public Accountants. He is chairman of 
our Society's Committee on Employee 
Welfare Plans and Funds and a mem- 
ber of its Committee on Institutional 
Accounting. Mr. Platkin is also a 
lecturer on accountancy at the Bernard 
V. Baruch School of Business and Pub- 
lic Administration of The City College 
of New York. 
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wage increases rather than for “fringe 
benefits.” An obvious answer is that 
unless these wage increases were treated 
as savings by the employee. or used by 
him to purchase insurance of various 
types. the employee would not be pro- 
tected against the very contingencies 
for which many of the plans provide: 
nor generally, could he obtain as much 
protection at the same cost. . 
Another, and perhaps more important 
reason for the popularity of many of 
these plans relates to their tax ad- 
vantages. The tax on these benefits 
often is deferred, ultimately to be ap- 
plied at capital gains rates only. while 
many of the benefits escape taxation 
entirely. Because of these tax advan- 
tages, independent practitioners such 
as lawyers and certified public account- 
ants, after helping clients set up em- 
ployee benefit plans have, on sccasion. 
like Pygmalion, become so enamored 
of their creation that they have given 
up their practices and accepted employ- 
ment with the former clients, in order to 
obtain these benefits themselves. For 
the same reason, partnerships and single 
proprietorships have been known to in- 
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corporate so that the erstwhile owners 
could assume employee status and ob- 
tain coverage under employee benefit 
plans. An increasing number may be 
expected to do so, now that the Mills 
Bill has been passed, providing election 
by small business corporations to be 
taxed as partnerships.’ 

But the corporate route to employee 
benefits often is not feasible, and in the 
case of most professional partnerships 
is not even permissible. It therefore 
may be of interest to the reader to hear 
the last word in the Kintner case, the 
famous attempt by a professional part- 
nership to overcome these obstacles. 


Kintner-Type Associations 

The significance of the recent modifi- 
cation by the Internal Revenue Service 
of its position on Kintner-type associa- 
tions can be understood only in the light 
of a knowledge of the facts involved in 
the Kintner case. The story goes back 
to 1948. In that year, a medical 
partnership, of which the taxpayer 
Doctor Arthur R. Kintner. was a mem- 
ber, was dissolved. In its place the 
former partners organized an associa- 
tion which they intended to be taxed 
as a corporation, and set up a pension 
plan for the benefit of the association’s 
employees. As doctors, the former 
partners could not, under state law. 
operate as a corporation. As a partner- 
ship, a pension plan which would bene- 
fit the partners could not qualify under 
federal law. The association which was 
created to succeed the partnership ap- 
peared to be the answer to the dilemma. 

Upon examination of Dr. Kintner’s 
return for 1948, the government held 
that the association should be treated 
as a partnership and not as a corpora- 
tion, that amounts contributed to the 
pension fund on his behalf were there- 
fore taxable to him, and asserted a 
deficiency. The doctor paid the assess- 
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ment, filed a refund claim, brought suit 
thereon, and in 1952 obtained a favor- 
able decision from the District Court.? 
The government appealed, but again the 
doctor was sustained, this time by the 
Court of Appeals for the Ninth Circuit, 
in a 1954 decision.* 

In 1956 the Internal Revenue Service 
issued a ruling* to the effect “that a 
group of doctors who adopted the form 
of an association in order to obtain the 
benefits of corporate status for purposes 
of Section 401(a)° of the Internal 
Revenue Code of 1954 is in substance 
a partnership for all purposes of the 
Internal Revenue Code.” In a later rul- 
ing ® containing a compilation of rules 
dealing with qualification of Section 
401 (a) plans. the Service specifically 
excluded from eligibility a group of 
doctors adopting the form of an associa- 
tion. 

Against this background of persistent 
opposition to the Kintner decision, the 
Service recently announced that it had 
modified its position and that whether 
an unincorporated association of pro- 
fessional persons would be taxable as a 
partnership or a corporation would de- 
pend on the usual tests, not on whether 
it had established a pension plan under 
Section 401 (a), and that a revenue 
ruling to be published later would con- 
tain basic criteria to be used in making 
such tests." To date, the proposed rul- 
ing has not been published. 


This modification of its position by 
the Service is of particular interest at 
this time because of the failure of pas- 
sage of the Jenkins-Keogh bill® in the 
last Congress. This bill. a modified ver- 
sion of similar bills introduced in pre- 
vious sessions, would have permitted 
limited tax deduction for retirement 
plans established by the self-employed. 
The bill was passed by the House but 
was not reported out by the Senate 
Finance Committee. 
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State Supervision and Regulation of 


Benefit Plans 

With the growth in the number of 
plans in existence, the value of their 
assets, and the number of persons affect- 
ed, it was inevitable that regulatory leg- 
islation would be enacted. Washington, 
in 1955, became the first state to pass 
srch legislation. The six states which 

»w have such statutes on their books, 
and the administering departments are: 


State Administering Department 





California Insurance 
Connecticut Insurance 

Board composed of Commis- 
sioners of Labor and Industry, 
Banks, and Insurance 

if corporate trustees 


all other 


Massachusetts 


Banking 
Insurance 


New York 
Washington Insurance 
Wisconsin Insurance 

The trend indicates that additional 
states will pass such laws in the near 
future and that existing laws in the six 
states listed will be broadened to include 
employee benefit plans and funds not 


now covered. 


Recent New York State Legislation 
During its last session the New York 
State Legislature passed two significant 
pieces of legislation affecting welfare 
funds. One makes it a misdemeanor for 
an employer engaged on a public works 
contract for the state, to fail to make re- 
quired contributions to a negotiated 
plan.? To the extent that this will reduce 
contribution arrears it will be a ma- 
terial aid in one of the problem areas 
of auditing and accounting for welfare 
funds, namely, the evaluation of unpaid 
contributions. The other noteworthy 
item of legislation gives to the superin- 
tendents of insurance and of banking 
the power to prohibit the trustees of a 
fund from employing any person where 
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a conflict of interest is involved. Such 
action by the respective superintendents 
would be taken after notice and a hear. 
ing, and would be subject to judicial 
review.!” 

When first introduced, the Senate 
version of the latter bill dealt with pro- 
hibition of employment of any person 
acting in a “dual capacity.” The So- 
ciety’s Committee on Employee Welfare 
Plans and Funds was concerned with 
the possibility that this might be con- 
strued to mean that an independent ac- 
countant could not simultaneously be 
retained by a fund and by a contribut- 
ing employer or a_ participating labor 
organization. The New York State So- 
ciety of Certified Public Accountants 
addressed communications to the two 
superintendents expressing its concern. 
The bill as finally passed is in the form 
in which it was introduced in the As- 
sembly and deals with “conflict of in- 
terest” which appears to be less objec- 
tionable than “dual capacity.” Further- 
more, assurances have been received 
from officials to the effect that the bill 
was not intended to apply in the ordi- 
nary situation where an accountant, 
acting independently, performs services 
simultaneously for a fund and a con- 
tributing employer or _ participating 
labor organization. 


Uniform Statement Forms—Activities of 
Insurance Department Officials 


A subcommittee of the Blanks Com- 
mittee of the National Association of 
Insurance Commissioners has been ap- 
pointed to consider uniform statement 
blanks to be used in all states which 
have passed welfare and pension fund 
legislation. Its membership includes 
representatives from the insurance de- 
partments of the six states which have 
passed such legislation. 

A meeting of this subcommittee was 
held on March 27 and 28, 1958 at the 
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offices of the New York State Insurance 
Department. The first day of the meet- 
ing was devoted to an open hearing at 
which two sets of forms were discussed 
—those used in Wisconsin and a modi- 
fed version of the New York State 
forms. The attendance included repre- 
sentatives of welfare funds, the insur- 
ance and banking industries, welfare 
fund consultants, and several members 
of The New York Society of Certified 
Public Accountants’ Committee on Em- 
ployee Welfare Plans and Funds. The 
latter committee had previously sub- 
mitted its views in writing and again 
expressed them orally at the meeting. 
The second day of the meeting was de- 
voted to an executive session. After 
considering the various proposals and 
suggestions which had been submitted, 
the subcommittee adopted a set of forms 
which was to be further considered at 
a meeting in Chicago on June 7. Sug- 
gestions again were submitted by The 
New York State Society of Certified 
Public Accountants as well as by the 
American Institute of Certified Public 
Accountants and other interested or- 
ganizations. 

The subcommittee voted to defer final 
adoption of uniform blanks until the 
next meeting of the N.A.I.C. in Decem- 
ber, and to hold another meeting of its 
own on October 2 and 3 for further 
consideration of the various proposals it 
had received. As the matter now stands, 
therefore, the forms originally adopted 
at the March 27-28 meeting have no 
official status and may possibly be dis- 
carded or considerably revised before 
any final action is taken. A brief de- 
scription of these forms, nevertheless, 
may be of interest as an indication of 
what may possibly be expected in the 
future, 

Perhaps the best description would be 
a comparison with the forms now used 
by the New York State Insurance De- 
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partment, after which they largely are 
patterned. In general, it may be stated 
that the proposed forms were consid- 
erably simplified and condensed. The 
major differences are as follows, all spe- 
cific reference being to the present New 
York forms: 


1. Size. Reduced from an unwieldy 
11” x 11” to a much more practical 
514” x 11” page. 

2. Exhibit 2 (Profits and Losses on 
Disposal of Investments). Reduced 
from 5 columns to 3 columns. Elimi- 
nates the need to report for each se- 
curity listed: from whom purchased and 
date: to whom sold and date; and actual 
cost. 

3. Exhibit 3 (A Detailed Listing of 
Increases and Decreases of Asset Val- 
ues). Dispenses with this exhibit com- 
pletely. 

1. Exhibit 6 (Analysis of General 
Expenses). The present New York State 
forms call for reporting expense cate- 
gories on a cash basis, adding accruals 
at the end of the year, and deducting 
accruals at the beginning of the year, 
the object being to arrive at total ex- 
pense on an accrual basis. The tenta- 
tively adopted forms permit reporting 
directly on an accrual basis if the ac- 
counts are so kept. 

5. Schedule C (Bonds Owned). Re- 
duced from 6 to 3 columns. Name of 
vendor, date acquired, actual cost, and 
interest received during the year are 
not required. 

6. Schedule D (Stocks Owned). Re- 
duced from 7 columns to 4 columns. 
Name of vendor, date acquired, actual 
cost, and dividends received during the 
year are not required. 

7. Schedule E (Cash in Banks). List- 
ing of totals of bank balances at end of 
each month not required. But year-end 


balances are to be grouped as to “on 
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interest” or “not on interest” and the 
total of each category is to be shown 
separately in the Statement of Assets. 
Accountants will be interested in the 
fact that of the forms considered by the 
subcommittee. the Wisconsin forms per- 
mit use of the cash or accrual basis of 
reporting whereas the New York forms 
and those tentatively adopted favor the 
accrual basis. In the case of employer 
and employee contributions. however. 
the tentatively adopted forms permit re- 
porting on either a cash or accrual basis. 
An interesting item on the instruc- 
tions to the tentatively adopted forms. 
and one which may well prove to be a 
controversial one, is the requirement 
that investments in shares of savings 
and loan associations and credit unions 
shall be listed among stocks owned. 


Uniform Statement Forms—Activities of 

Banking Department Officials 

The National Association of Super- 
visors of State Banks likewise has estab- 
lished a subcommittee on uniform 
blanks to work with the corresponding 
N.A.1.C. committee. The banking offi- 
cials’ group has not yet attempted to de- 
velop any forms of its own but is giving 
careful consideration to those drafted by 
the N.A.L.C. group and has tentatively 
adopted a number of comments and sug- 
gestions for changes. It is hoped that 
the work of both committees will be co- 
ordinated, that the final forms will be 
acceptable both to insurance and bank- 
ing departments, and that all states 
which have enacted regulatory legisla- 
tion dealing with welfare funds will use 
substantially the same forms. 


Recent Federal Legislation 

Culminating efforts extending over 
several years, the Congress has finally 
passed a “Welfare and Pension Plans 
Disclosure Act” at its last session. It 
was signed by the President on August 
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28. 1958 and becomes effective January 


1. 1959. 


The bill has had a checkered career 
indicating that amendments may be ex- 
pected in the near future. Introduced in 
the Senate by Senator Douglas it was 
passed by that body by a vote of 88.0, 
The House in turn passed a bill intro- 
duced by Representative Teller, which 
differed considerably from the Senate 
version. The compromise measure 
adopted was based generally on the 
House bill. 

Upon signing the act as 
passed.'! the President 
severely. He explained his action in 
approving it by stating that it “estab- 
lishes a precedent of Federal responsi- 
bility in this area” but added that “it 
does little else.” He further declared 
that “if the bill is to be at all effective. 
it will require extensive amendments at 
the next session of Congress.” The 
President’s criticisms were based on the 
following grounds which he cited as 
“some of the bill’s shortcomings”: 


finally 
criticized | jt 


1. It fails to provide necessary pro- 
tection for the 85 million working men 
and women whose interest in - welfare 
and pension plans amounts to more than 
$30. billion. 

2. It requires only summary state- 
ments on many important aspects of the 
financial operations of these plans. mak- 
ing it possible to conceal many abuses. 

3. There is no agency of Govern- 
ment authorized to provide uniform in- 
terpretation of the bill’s technical terms. 
The chaos that will result is obvious. 

4. It fails to designate an agenc) 
which plan administrators can consult 
for reliable and authentic opinions. and 
for meaningful and uniform report 
forms. 

5. The bill ‘elies solely upon indi- 
vidual employees to compel compliance 
through court proceedings. 
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6. The bill fails to give the Secre- 
tary of Labor either investigatory or 
enforcement powers with respect to re- 
ports filed with him. 


7. There is no provision for dealing 
directly with the most flagrant abuses, 
such as embezzlement and_ kickbacks, 
once they are uncovered. 


failed to appro- 
monies to administer the 
custodial and other functions of the 
Secretary under the bill. 


8. The Congress 


priate any 


9, The annual financial reports will 
not have to be furnished until as late 
as May. 1960, if the plans are on a 
calendar basis or for a period of 120 
days after the completion of the fiscal 
year if they operate on a fiscal year 
basis. 

The new law 
welfare benefit plans and employee pen- 


applies to employee 


sion benefit plans which are communi- 
cated to or their benefits described in 
writing to the employees. An “employee 
welfare benefit plan” is defined as one 
“established by an employer or by an 
employee organization, or by both. for 
the purpose of providing for its partici- 
pants or their beneficiaries, through the 
purchase of insurance or 
medical, surgical. or hospital care, or 
benefits in the event of sickness. acci- 
dent, disability, death, or unemploy- 
ment.” An “employee pension benefit 
plan” is defined as one “established by 
an employer or by an employee organi- 
zation, or by both, for the purpose of 
providing for its participants, by the 
purchase of insurance or annuity con- 
tracts or otherwise. retirement benefits. 
and includes any profit-sharing plan 
which provides benefits at or after re- 
tirement.” Of course the Act contains 
the usual “commerce” clause so as to 


otherwise. 


apply coverage to those engaged in 
interstate or foreign commerce or in an 
activity affecting “commerce.” 
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Four types of plans are excluded 
from coverage under the Act. 


1. Those administered by the Fed- 
eral government, by a State or political 
subdivision thereof, or by any agency 
or instrumentality of the foregoing. 

2. Those established solely to com- 
ply with workmen’s compensation laws 
or unemployment compensation disa- 
bility insurance laws. 

3. Those established by certain tax- 
exempt organizations. 

L. Those which cover not more than 
twenty-five employees. 


Within ninety days of the effective 
date of the Act (i.e.. by April 1, 1959) 
or within ninety days of the establish- 
ment of the plan. whichever is later, the 
administrator shall publish a descrip- 
tion of the plan. Within one hundred 
and twenty days after the end of the 
calendar or fiscal year of the plan, the 
administrator shall publish an annual 
report. The information contained in 
the report “shall be sworn to by the 
administrator. or certified to by an 
independent certified or licensed public 
accountant. based upon a comprehen- 
sive audit conducted in accordance with 
accepted standards of auditing.” 

Publication of the plan’s description 
and annual shall be made to 
narticipants and their beneficiaries by 
any of the following methods: 


report 


1. By making copies available for 
examination at the principal office of 
the plan. 

2. Upon written request, by mailing 
a copy of the description of the plan 
and a summary of the latest annual 
report. 

3. By filing with the Secretary of 
Labor two copies of the description of 
the plan and of each annual report. 
which shall be available for public ex- 
amination. 
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Forms for descriptions of plans and 
annual reports are to be prepared by 
the Secretary of Labor. 


Reporting Requirements Under the 
Federal Disclosure Act 


The new law outlines the information 
to be included in annual reports and 
specifies what is to be contained in re- 
ports on welfare benefit plans and on 
pension benefit plans, depending on 
whether funded through the medium 
of a trust or through a contract with an 
insurance carrier. Among the data to 
be included are the following: 


1. The amount contributed by the 
employer or employers. 


2. The amount contributed by em- 
ployees. 


9 


3. The amount of benefits paid or 
otherwise furnished. 


4. The number of employees covered. 


5. A summary statement of assets. 
liabilities, receipts and disbursements. 
The assets are to be broken down by 
types. such as investments in govern- 
mental obligations, investments in non- 
governmental bonds, and investments in 
corporate stocks. 


6. A detailed statement of salaries 
and fees and commissions charged to 
the plan, showing to whom paid, the 
amount, and for what purpose. 


7. If any of the benefits are insured, 
the premium rate or subscription 
charge, the total premiums or subscrip- 
tion charges paid to each insurer, the 
approximate number of employees 
covered by each class of benefits, and 
the total claims paid. 


o 
A 


Additional information in connec- 
tion with insurance charges, including 


dividends or retroactive rate adjust- 
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ments, commissions and fees paid by 
each carrier, the names and addresses 
of brokers, agents and others to whom 
fees were paid, the 
amounts and purposes. 


commissions or 


9. A detailed list containing specific 
information with respect to investments 
in securities of an employer or employee 
organization or of any other party in 
interest, such as an officer, trustee, or 
employee of the fund. However, the 
identity of securities, and commissions 
on purchase or sale need not be revealed 
under certain conditions if the securities 
are traded on exchanges subject to regu- 
lation by the S. E. C., or are registered 
under the Investment Company Act of 
19140 or the Public Utility Holding Com- 
pany Act of 1935. 


10. A detailed list of all loans made 
to an employer, employee organization 
or any other party in interest. 


11. In the case of an employee pen- 
sion benefit plan funded through the 
medium of a trust, the type and basis of 
funding, actuarial assumptions used. the 
amount of current and past service lia- 
bilities, and the number of emptoyees, 
retired and non-retired, covered by the 
plan. 


12. In the case of an employee pen- 
sion benefit plan funded through the 
medium of an insurance contract. the 
type and basis of funding, actuarial as- 
sumptions used in determining payments 
under the contract, the number of em- 
ployees, retired and non-retired, covered 
by the contract and to the extent bene- 
fits are not completely guaranteed by 
the carrier, the amount of current and 
past service liabilities based on those 
assumptions and the amount of all ac- 
cumulated reserves. 


13. If the plan is not funded, the 
total benefits paid, the average number 
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of employees eligible for participation 
for each of the past five years, and a 
statement, if applicable, that the only 
assets from which claims may be paid 
are the general assets of the employer. 


Extension of Time for Disposal of 

Employer Debentures 

Section 503 of the Internal Revenue 
Code of 1954 denies exemption to an 
otherwise qualified trust 
which lends money to the employer 
without the receipt of adequate security. 
This prohibition would apply to em- 
ployer debentures purchased on or after 
March 1, 1954. In view of pending leg- 
islation to amend this section, the In- 
ternal Revenue Service allowed a grace 
period for disposition without penalty if 
such debentures were purchased before 
November 9, 1956. This period was ex- 
tended several times by revenue rulings 
and technical information releases pend- 
ing issue of applicable regulations. The 
regulations '* as issued now provide for 
termination of such grace period by 
March 15, 1959, or the ninetieth day 
after enactment of amending legislation, 
whichever is earlier. 


employees’ 


The legislation in question has now 
been passed as Section 30 of the Tech- 
nical Amendments Act of 1958 (Mills 
Bill). It adds another subsection to 
Code Section 503, providing in effect 
that purchase by a trust of an employer’s 
unsecured obligations shail not consti- 
tute a prohibited transaction if the obli- 
gation is acquired on terms not less 
favorable than those available to the 
public; if the trust owns not more than 
25 per cent of any one issue; and if not 
more than 25 per cent of the trust’s 
assets are invested in obligations of the 
employer. The new provision is given 
retroactive effect and applies to taxable 
years ending after March 15, 1956. If 
debentures do not qualify for retention 
under the new rules, the grace period 
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for their disposal will terminate on De- 
cember 1, 1958, which is ninety days 
after September 2, 1958 when the Act 
was signed by the President. 


Present Status of Bankrupt Employer’s 

Unpaid Contributions 

A recurring problem in accounting 
for employee benefit funds is the valua- 
tion of contributions due by a bankrupt 
employer. If such contributions are 
deemed unpaid wages they are entitled 
to a high priority and enjoy a preference 
even over unpaid taxes. 

A 1957 decision!® by the Court of 
Appeals for the Second Circuit held 
that unpaid contributions owed to a 
negotiated fund by a bankrupt employer 
were not “wages.” A recent decision of 
the Third Circuit Court '* took the con- 
trary position and held that “. . . the 
contributions are in a true sense the 
agreed compensation for services ren- 
dered and as such must be considered 
wages.” In view of the conflict between 
the two circuits, the ultimate decision 
must come from the Supreme Court, or, 
as suggested in the Second Circuit 
Court’s decision, through legislative ac- 
tion. 

A bill to this effect was introduced in 
the House of Representatives last year 
by Congressman Celler of New York.'® 
It would have amended Section 64 (a) 
2 of the Bankruptcy Act by adding the 
following: “and, further, for the pur- 
pose of establishing priority under this 
clause and for computation of the maxi- 
mum claim to which priority can be 
given, payments due to any fund or 
plan established for the purpose of pro- 
viding employee benefits, which are 
based upon hours worked or wages paid, 
shall, if such payments would qualify as 
deductible from the employer’s gross in- 
come under the provisions of the In- 
ternal Revenue Code, be deemed to be 
wages assigned to the fund or plan by 
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the individual employees upon whose 
service or wages such payments are 
based.” No action was taken on this 
measure in the last Congress but similar 
legislation may be expected to be intro- 
duced again. 


Recent Internal Revenue Rulings and 


Announcements 


Most of the published rulings issued 
by the Internal Revenue Service in con- 
nection with welfare, pension and profit- 
sharing plans, deal with the taxability of 
benefits. The following rulings, directly 
affecting such plans, may be of interest 
to the accounting practitioner. 

Section (1) of Rev. Rul. 57-163. re- 
quires that where a qualified plan pro- 
vides for stated or ascertainable amounts 
to be credited to participants, as in the 
case of profit-sharing plans and_ stock 
bonus plans and certain self-administered 
trusteed money purchase pension plans, 
it must provide for a valuation of securi- 
lies at least once a year, on a specified 
inventory date. The valuation is to be 
based on the fair market value on the 
inventory date, in accordance with a 
method consistently followed and uni- 
formly applied. 

Rev. Rul. 58-143 provides, in essence, 
that where a labor union has an estab- 
lished plan for the payment of benefits 
to its members, a separate trust should 
be established for that purpose. Failure 
to do so, if required under the criteria 
and tests contained in this ruling, will 
affect the union’s tax exemption under 
Section 501 (e) (5) of the Internal 
Revenue Code. 

Rev. Rul. 58-442 clarifies the tax 
status of S.U.B. plans. It provides that 
a supplemental unemployment benefit 
plan, established as a result of a collec- 
live bargaining agreement, will be con- 
sidered a voluntary employees’ benefici- 
ary association and will be entitled to 
income tax exemption under Section 
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501 (c) (9) of the Code if it meets all 
requirements of the section. The ruling 
points out that an organization may not 
consider itself exempt merely because it 
falls within the scope of the ruling. but 
must make application for exemption 
on Form 1020. 


The Internal Revenue Service recently 
announced !® that, in view of adverse 
court decisions, it no longer will litigate 
cases under the Internal Revenue Code 
of 1939 involving the taxability of vol- 
untary payments to widows by the em- 
ployers of their deceased husbands. 
Taxpayers who have been taxed on such 
payments should consider the advisa- 
bility of filing refund claims. Here is 
one instance where the existence of a 
formal plan could have been detrimental 
tax-wise, since payment pursuant to a 
plan or other binding obligation would 
not be considered voluntary. 


Growth in Literature and Organizational 
Activities 


The increase in the number of plans 
in existence and in the laws and regula- 
tions affecting them has been paralleled 
by a growth in the literature dealing 
with their accounting and auditing 
problems, and in the activities of inter- 
ested organizations. 

Several excellent articles by certified 
public accountants have appeared in re- 
cent issues of the professional periodi- 
cals: 

Hester Ellen Erb, “The Accounting Chal- 
lenge in Employee Welfare Funds,” JOURNAL 
oF AccounTANCY, August 1955. 

Percy A. Lockitch, “Audit and Tax Prob- 
lems of Health and Welfare Funds,” JOURNAL 
or AccouNnTANCY, January 1958. 

Raymond Buchbinder, “Union Welfare 
Funds.” Tue New York Certiriep PUvstic 
AccouNTANT, February 1958. 


In this category should be mentioned 
the testimony on June 6, 1957 by Car- 
man G. Blough. director of research of 
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the American Institute of Certified Pub- 
lic Accountants, before the Subcom- 
mittee on Welfare and Pension Funds 
Legislation of the Senate Committee on 
Labor and Public Welfare, during hear- 
ings on the then pending disclosure 
bills. In a prepared statement, and in 
answer to questions by members of the 
subcommittee, Mr. Blough outlined the 
functions of the auditor of an employee 
benefit plan, the audit limitations, and 
some of the audit problems. He also 
discussed the independent approach of 
the professional auditor, which pre- 
vents a conflict of interest when the 
same auditor examines the records of 
an employer and those of a benefit plan 
established by the employer.'* 

Another publication of interest is the 
“Code of Ethical Practices With Re- 
spect to the Insuring of the Benefits of 
Union or Union-Management Welfare 
and Pension Funds” adopted in Decem- 
ber 1957 by the National Association 
of Insurance Commissioners.'* The 
Code consists of eight sections devoted 
to the following matters: 

1. Payment of benefits. 

2. Commissions, fees and other al- 
lowances. 

3. Relationship between the trustees 
(of a plan) and the insurer. 


|. Improper inducements (in the ac- 
quisition of new business and efforts to 
keep business in force). 


wn 


Cost presentations. 
6. Equal treatment of policyholders. 


7. Benefit descriptions. 


. Accounting. This section provides 
that the insurer should, at the end of 
each policy year, furnish an accounting 
statement to the policyholder which 
should include at least the following 
items, shown separately: 


(a) Premiums received. 


(b) Benefit payments. 
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(c) Commissions, fees and other 
allowances paid. 


(d) Dividends, experience-rating 
refunds, or contractual returns of 
premium paid to the plan. 


(e) Resulting balance. 


This section on accounting provides 
that insurers should encourage the trus- 
tees of each welfare and pension fund 
also to render a summary report of the 
operations of the fund, not less fre- 
quently than annually, to persons hav- 
ing a bona fide interest in the plan, and 
should, to the fullest extent practicable. 
cooperate with the trustees in the prepa- 
ration of such a report. 

On May 4, 1955, the Executive Coun- 
cil of the American Federation of Labor 
adopted a set of “Guides for Adminis- 
tration of Health and Welfare Funds.” 
More recently, on January 31, 1957, the 
AFL-CIO Executive Council approved 
“Health and Welfare 
Funds” of a six-part Code on Ethical 
Practices developed by its Ethical Prac- 
tices Committee.’ Both these items 
have received sufficient attention not to 
require any further comment at this 
point, except a suggestion that account- 
ants working in this area should have 
copies thereof in their files. 


Code II on 


The professional accounting organi- 
zations also have taken steps in the 
direction of helping practitioners to cope 
with the ever-mounting problems relat- 
ing to these funds. The New York State 
Society of Certified Public Accountants 
recently created a Committee on Em- 
ployee Welfare Plans and Funds and 
the American Institute of Certified Pub- 
lic Accountants has created a Committee 
on Labor Union and Welfare Funds. 


Conclusion 


In a paper dealing with recent de- 
velopments in accounting for employee 
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benefit plans, it might be pertinent to 
state that perhaps the most striking 
development is the important place in 
our economy which is rapidly being as- 
sumed by such plans. As they have 
grown in importance, accounting and 
auditing problems and questions in this 
area also have developed. For example. 
should medical and recreational centers 
be capitalized or expensed? How should 
investments be valued? What is the 
responsibility of the auditor when bene- 
fits are payable to numerous individuals 
over a wide geographical area, many 
of whom may have died or have moved 
without reporting new addresses, since 
they became eligible for benefits? What 
is his responsibility in connection with 
part-time or itinerant employees for 
whom contributions may be due from 
a number of employers, or whose eligi- 
bility may be constantly changing? 
What is the most appropriate title for 
the equity section of an employee bene- 
fit plan—capital, surplus, unassigned 
funds? Indeed, what is the equity. the 
excess of assets over liabilities, or over 
liabilities and reserves? When should 
reserves be listed as liabilities, and 
when in the equity section? With a 
great many plans reporting on a cash 
basis, may such basis be considered in 
accordance with generally accepted ac- 
counting principles? How much detail 
should be included in reports submitted 
to beneficiaries? Too little may deprive 
them of information which should be 
made available to them; too much may 
prevent them from seeing the forest for 
the trees. 

Better accounting and auditing pro- 
cedures will be reflected in better ad- 


ministration of such plans, making 


possible greater efficiency and more 
benefits per dollar of cost. In the solu- 
tion of problems such as these, and of 
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many other existing ones not mentioned 
and new ones which are bound to arise, 
the accountant will find a fertile field 
for service to the community and to the 
profession. 
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New York State Tax Forum 


Guest Editor—Oscar HANiIcsBerG. CPA 


Entire Net Income of Small 

Business Corporations 

Particularly because of the “entire 
net income” base of the New York State 
franchise tax, new federal tax legisla- 
tion always invites consideration of New 
York State consequences. The recently 
enacted sections dealing with the elec- 
tion of a qualifying small business cor- 
poration to have its income taxed to its 
shareholders (Internal Revenue Code 
Sections 1371 to 1377) raise a funda- 
mental question. If, under these sec- 
tions, the corporation has no taxable in- 
come, what happens to the “entire net 
income” base for the franchise tax? 
And, so far as the shareholders are 
concerned, can they be taxed with the 


so-called “undistributed taxable — in- 
come.” 

That shareholders cannot be taxed 
with undistributed income of a _ cor- 


poration is clear because there is .no 
provision for such taxation under the 
New York State tax law. It 
appears that the franchise tax will like- 


income 


wise remain undisturbed despite the ex- 
ercise of the federal election. 





Oscak HANiGsBERG, CPA, is a partner 
in the firm of Hanigsberg & Delson, 
Certified Public Accountants. He has 
served on the Society's Committees on 
Federal Taxation and New York State 
Taxation. He is currently a member 
of the Society’s Committee on Estate 
Planning and of the Taxation Commit- 


lee of the Nassau-Suffolk Chapter. 
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Article 9A, dealing with the fran- 
chise tax of business corporations, 
states: “Sec. 208 *** 9. The term 
‘entire net income’ means total net in- 
come from all sources, which shall be 
presumably the same as the entire net 
income which the taxpayer is required 
to report to the United States treasury 
department * (Emphasis added.) 

The franchise tax base is income re- 
quired to be reported by the corpora- 
tion—not income taxed to the corpora- 
tion. The new federal law states: “Every 
electing small business corporation (as 
defined in Section 1371(a)(2))_ shall 
make a return for each taxable year, 
stating specifically the items of the 
gross income and the deductions allow- 


able by subtitle A. . Since the 
electing corporation is required to re- 


port its net income even though it pays 
no tax thereon, the base for application 
of the franchise tax seems still to exist. 


Distributions by Small Business 
Corporations 


Another aspect of the electing small 
business corporation merits considera- 
tion. In computing a shareholder’s 
share of undistributed taxable income, it 
is provided that the computation may 
not include any amounts arising from 
years prior to one in which the elec- 


Ep. Note: For an interim period, until a 
permanent departmental editor has been 
selected, this department will be conducted 
by guest contributors. 
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tion is not in effect. The result is that 
where for one reason or another a cor- 
poration which had previously come un- 
der these sections ceases to be covered, 
a shareholder cannot freely withdraw 
earnings previously taxed but not dis- 
tributed to him. He must wait until 
all current earnings and corporate sur- 
plus have been taxed to him as or- 
dinary dividends before he can apply 
distributions to the adjusted basis of 
his stock. It has been suggested that 
the best way to avoid this undesirable 
situation is to distribute earnings cur- 
rently since, in any event, the share- 
holder is being taxed with the income. 
If funds are needed by the corporation. 
they may be returned in the form of 
loans which can be repaid when funds 
are available. This may be a solution 
to a federal problem but one should not 
overlook the state income tax on the 
The income thus distrib- 
form of a 


distribution. 
uted and returned in the 
loan would be subject to both the cor- 
poration’s franchise tax and the share- 
holder’s income tax. 


Small Business Depreciation 
Allowance 


Adding to the potpourri of factors 
that may now be taken into considera- 
tion in determining whether the corpor- 
ate or individual (or partnership) form 
of doing business is more advantageous 
is the new federal extra 20 per cent 
first-year depreciation allowance. Be- 
cause the franchise tax is based on fed- 
eral net income, corporations will enjoy 
a benefit that is not available to in- 
dividuals and partnerships without cor- 
responding state legislation. The bene- 
fit is hardly of importance since it 
would be limited to 514 per cent of 
$2,000, or $110 in the first year, and 
that amount would be whittled away 
in succeeding years because of reduced 
depreciation charges. 
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Real Estate Corporations and 
Section 337 


Section 337 of the Internal Revenue 
Code provides that if a corporation re. 
solves to liquidate and does so within 
twelve months from the date of the reso. 
lution, gains and losses on the sale of 
its property within this twelve-month 
period are not recognized. Where a 
business corporation bases its franchise 
tax on net income, it benefits from the 
fact that a gain in a disposition covered 
by Section 337 is not included in tax- 
able income. 

If the corporation qualified as a real 
estate corporation taxable under Ar- 
ticle 9 of the New York State Tax Law, 
its franchise tax would be based on its 
gross assets and no particular tax bene- 
fit would accrue to it despite the opera- 
tion of Section 337. Furthermore, it 
would still be liable for an additional 
tax of 2 per cent on its net worth in 
excess of paid-in capital. Thus. a cor- 
poration subject to Article 9A would 
pay no franchise tax as a result of the 
sale and liquidation while a corpora- 
tion subject to Article 9 would pay the 
additional 2 per cent tax. 

The franchise tax on real estate cor- 
porations under Article 9 is generally 
less than the tax on business corpora- 
tions under Article 9A, and classifica- 
tion as a real estate corporation is 
usually sought for. Where a relatively 
short life is projected for the corpora- 
tion because of an intention to sell the 
property and a relatively large gain is 
anticipated on the sale, it may be worth- 
while to pay the possibly greater busi- 
ness corporation tax for the limited 
period in order to avoid having to pa) 
the additional 2 per cent tax under Ar- 
ticle 9. This choice may be more prac- 
tical than heretofore because of the 
liberalization of the federal rules gov- 
erning collapsible corporations, since it 
is now possible to have an_ intention- 

(Continued on page 834) 
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Accounting at the SEC 


Conducted by Louis H. Rappaport. CPA 






Discussion of Accounting Matters With the SEC Staff 


There are many occasions when ac- 
counting matters must be discussed with 
the accounting staff of the SEC. For 
example, it is sometimes advisable to 
obtain the SEC’s views on a particular 
accounting or auditing question before 
a registration statement or other docu- 
ment is filed with the Commission. 
Sometimes, after a registration state- 
ment has been filed, it may become ne- 
cessary to confer with the accounting 
staff of the Commission as the result 
of a comment by the Commission in its 
“Memorandum of Comments” 
commonly known as the “deficiency let- 
ter”) following its review of the regis- 
tration document. 

The company’s independent public ac- 
countants should attend all such con- 
ferences having to do with accounting 
or auditing matters. There is no objec- 
tion to having counsel also attend, but 
counsel should not undertake this task 
If he talks to the Commis- 
sion about matters relating to the finan- 
cial statements, he should always be ac- 
companied by the company’s indepen- 
dent public accountants and the con- 
troller or someone from his staff. 


(more 


on his own. 





Lous H. Rappaport, CPA, a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, CPAs, is the author of 
SEC AccounTING PRACTICE AND PRo- 
CEDURE. 
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When accounting questions are al 
issue, the Chief Accountant of the SEC 
has made it quite clear that he prefers 
io deal directly with controllers and rep- 
resentatives of the independent certify- 
ing accountants. If a lawyer attempts on 
his own to discuss accounting matters 
with the SEC staff, one of the first ques- 
tions he will be asked is, “Where are 
the company’s independent accountants 
and the controller?” 

This is in no sense a reflection on 
lawyers. It is simply that the SEC 
wants to be sure that the accountants 
have been consulted and that they agree 
with the information and conclusions 
furnished by the lawyer. 

Although accountants practicing be- 
fore the Commission are required to be 
independent, there is no similar re- 
quirement with respect to lawyers. By 
the very nature of their calling. lawyers 
are advocates, and often they are asked 
by their clients to argue for their client’s 
position on an accounting question. 
Even though the lawyer may be quali- 
fied to discuss a complicated account- 
ing matter with the SEC, the staff is 
much more interested in obtaining the 
views of the accountant. The staff must 
know whether the accountant concurs in 
the statement of the client’s views on the 
particular accounting matter at issue. 
This is only natural, since the financial 
statements embodying the accounting 
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matter in question usually must be cer- 
tified by the independent accountants. 

Some years ago this matter was dis- 
cussed at a meeting of the National 
Conference of Lawyers and CPAs, a 
body consisting of five representatives 
of the American Bar Association and 
five representatives of the American In- 
stitute of CPAs. The Conference re- 
solved that lawyers should recommend 


Accounting at the SEC 


that accounting questions raised by the 
SEC be referred to the CPA concerned, 
This action was consistent with earlier 
statements of the Conference relating to 
tax practice, to the effect that CPAs 
should advise their clients to employ 
lawyers when legal questions arise; and 
lawyers should advise their clients to 
employ CPAs when accounting ques. 
tions arise. 


Official Releases 
Voted Resolutions — Board of Regents 
The University of the State of New York 


Adopted June 27, 1958 

Upon the report of the Regents Com- 
mittee on Discipline, made in accord- 
ance with the provisions of chapter 514 
of the Laws of 1945, it was 

Voted, That the determination of the 
Certified Public Accountancy Commit- 
tee on Grievances in the matter of the 
application for the revocation of the cer- 
tified public accountant certificate here- 
tofore granted to Erwin H. Lyons, New 
York, be accepted and sustained; that, 
in compliance with the recommenda- 
tion of said committee, certificate No. 
9633, issued under date of May 15, 
1942, to said Erwin H. Lyons, permit- 
ting him to practice as a certified pub- 
lic accountant in the State of New York, 
and his registration or registrations as 
a certified public accountant, wherever 
they may appear, be suspended for a 
period of one year from the date of 
service of the order effecting such sus- 
pension; and that the Commissioner of 
Education be empowered and directed 
to execute, for and on behalf of the 
Board of Regents, all orders necessary 
to accept the determination of said 
Committee on Grievances and to carry 
out the terms of this vote. 


Adopted June 27, 1958 
Upon the report of the Regents Com- 
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mittee on Discipline, made in accord. 
ance with the provisions of chapter 514 
of the Laws of 1945, it was 


Voted, That the findings of the Cer- 
tified Public Accountancy Committee on 
Grievances in the matter of the applica 
tion for the revocation of the certified 
public accountant certificate heretofore 
granted to Meyer Kiel, New York. be 
accepted and sustained; but that the 
recommendation of said Committee. 
that the certified public accountant cer- 
tificate issued to said Meyer~kKiel be 
suspended for a period of three years, 
be modified, and that certificate No. 
3342, issued under date of February lI. 
1931 to said Meyer Kiel, permitting 
him to practice as a certified public aec- 
countant in the State of New York, and 
his registration or registrations as a 
certified public accountant, wherever 
they may appear, be suspended for a 
period of two years from the date of 
service of the order effecting such sus- 
pensions; and that the Commissioner 
of Education be empowered and direc- 
ted to execute, for and on behalf of the 
Board of Regents, all orders necessary 
to accept the determination of said 
Committee on Grievances, as herein 
modified, and to carry out the terms 
of this vote. 
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Conducted by Max Biockx, CPA 


The Urgency of Continuing Education 


The above caption is the front-cover 
title of the 1958 annual report of the 
American Institute of Certified Public 
(Accountants. Its spotlight position is 
indicative of the importance attributed 
to this main theme of the annual report. 

It has been apparent for a long time 
that the accounting graduate requires 
considerable practical training before 
he can truly comprehend his functions 
and realize his potentialities. Much 
time and thought have been given to 
this problem. Action has been taken by 
some firms, mostly large ones, to fur- 
nish their own staff training and con- 
tinuing education courses. Also, many 
practicing CPAs realize the need for a 
brush-up or advanced course. 


The Institute, recognizing that many 
practitioners, perhaps a majority, can- 
not themselves provide adequate courses 





Max Bock, CPA (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Prac- 
tice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at the Baruch School of Busi- 
ness and Public Administration of The 
City College of New York in the gradu- 
ate course on Accounting Practice. Mr. 
Block is a member of the firm of An- 
chin, Block & Anchin. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


for their small staffs, will undertake a 
program of continuing education that 
will be available to staff members and 
principals at convenient locations. De- 
velopment and organizational work is 
underway and adequate funds have been 
budgeted to assure its sound implemen- 
tation. Though the annual report dis- 
cussion of the project indicates that in- 
dividual practitioners and partners are 
to be included in the student body, it 
is not yet known whether there will be 
any specialized courses for these prin- 
cipals. 

The success of the program, in the in- 
dividual case, depends on whether ac- 
counting firms will function in such 
manner that what is preached in the 
classroom will be practiced on the job 
and in the office. Standards of per- 
formance will soon be forgotten if they 
are not utilized in daily practice. Con- 
sider the disillusionment of staff men 
who find out through such courses how 
inadequate are their firm’s standards 
and policies. Employing accountants 
must be mindful of this responsibility 
when authorizing their staff to enroll 
On the other hand, it is 
hoped that the curriculum and the lec- 
turers will not overlook the fact that a 
preponderance of the practitioners op- 
erate on a small scale, that they are 
confronted constantly by economic con- 
siderations, and that write-up services 


for courses. 
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are a major factor in many small-client 
practices. 


Keeping Track of Minor Time 
Expenditures 


Practitioners who recognize that con- 
siderable time is expended in the serv- 
ice of their clients through the medium 
of telephone calls, letters, and minor 
matters of a review or staff discussion 
nature, are concerned about the annual 
aggregate of such time. In 
stances, the total time adds up to a num- 
ber of days each year and would have 
a significant effect on the client profit- 


some in- 


Administration of a CPA Practice 


ability. Applied to all of a practi. 
tioner’s clientele, the aggregate can be 
substantial and have a material billing 
value. 

Recording the minor time expendi- 
tures could be an onerous and expen. 
sive job unless a speedy, easy mechan. 
ism is used. The form here reproduced 
requires merely the recording of a 
stroke for each letter, phone call or 
other controlled operation. Each stroke 
might represent ten minutes; thus an 
extended phone call would merit two or 
three strokes. The form is kept in a 
spot on the desk where it is reached and 
used conveniently. 





COMMUNICATION AND 


PARTNER 


CLIENT 


ToTALLED AND Postep By — 


SUNDRY TIME RECORD 


_ WEEK ENDING__— ; = 








| TOTAL 
MON, TUES. WED. | THURS. FRI. | SAT. | STROKES | HOURS 
a: a = 
| 
| 
| 
| 
HI 
| 
| 
| 
| 
| 
| 
_ Date = 
on hand. The total weekly time is 


Clients’ names are typed in advance 
and a supply of such forms, covering 
only a few months needs, may be kept 
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posted to the individual client’s time 


record. Matters involving more than. 
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Administration of a CPA Practice 


say. a half-hour’s time, or requiring 
explanatory details, should not be re- 
corded on this form. 


Accountants’ Sleep Habits— 

Efficiency Factors 

Sleep is a builder of health and of 
a clear mind. It is a vital process, and 
an understanding of certain fundamen- 
tals of this still mysterious process can 
have a significant effect on one’s well- 
being and efficiency. 

The number of hours one sleeps is 
not as important as how well one sleeps. 
Out of eight hours of sleep, only the 
first two are usually of real benefit; the 
others are not nearly as important. That 
is why some people can do very well 
with only five or six hours of sleep. Late 
sleepers are actually wasting time and 
indulging a bad habit. 

Fatigue is not necessarily the cause 
of sleep: witness the fact that lazy peo- 
ple usually sleep more than others. 
and that over-fatigue often causes sleep- 
lessness. The two factors conducive to 
sleep are muscular relaxation and mon- 
otony. One can actually coax sleep by 
relaxing every muscle in the body. A 
cramped position retards relaxation and 
therefore prevents sound sleep. 

A quiet room is best for sound sleep. 
However, one can be lulled to sleep by 
repetitive, monotonous noises, but sleep 
so obtained is not the most restful kind. 
Noise of even moderate levels, it should 
be understood, can be harmful, in vary- 
ing degrees, whether one is awake or 
asleep. 
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Insomnia is considered by many 
scientists frequently only the result of 
a state of mind. Some insomnia suffer- 
ers, it is contended, really are seek- 
ing something to talk about, or en- 
deavor to attract sympathy — whether 
they realize it or not. People who nap 
during the day usually need much less 
than average sleep at night. Thus, if 
one intends to stay out late of an even- 
ing, a nap during the day will gener- 
ally be found helpful. Sufferers of in- 
somnia may possibly obtain relief by 
just not talking about it. If not, they 
should consult a doctor or a psychia- 
trist. 

Excitement is not conducive to sleep. 
Thus, late card playing or attention to 
exciting midnight radio or television 
programs, or the late reading of excit- 
ing novels, will usually discourage 
sleep. Worry and imagination can be 
the causes of sleeplessness. Therefore, 
accountants who work at home in the 
evening, or who bring home their men- 
tal problems for churning prior to go- 
ing to bed, will find it difficult to fall 
asleep. They may eventually fall asleep 
in an unrelaxed state, and consequently 
not enjoy a truly sound, refreshing 
sleep. 

Of considerable importance is the 
kind of bed one sleeps in. For the best 
results, the blankets should not be heavy 
and bear down on the sleeper. The 
mattress should be firm and not bumpy. 
The spring should not sag excessively 
nor side sway, and the underside of 
the bed should be protected against 
cold drafts. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


New York State Unemployment Insurance Tax Rates for 1958 


The unemployment insurance tax on 
1958 taxable payrolls averaged 1.60 per 
cent for the 295,040 covered employ- 
ers in New York State. For the 166,762 
employers who qualified for experience 
rating this year, the average rate was 
1.45 per cent. Some 86,000 new firms 
received 2.7 per cent tax rates, and 
some 42,000 employers with unsatis- 
factory “experience rating” were taxed 
at 2.8 per cent of their taxable payrolls. 
Such employers may be taxed at 3.0 
per cent in 1959 and 3.2 per cent in 
1960 if they continue their unsatisfac- 


“ec 


tory “experience” by showing “nega- 
tive account” balances in their individ- 
ual employer accounts, or if they are 
delinquent in filing required contribu- 
tion and employment information. re- 
ports required by the Industrial Com- 
missioner. 

Individual employer rates ranged 
from a low of 0.6 per cent to a high of 
2.8 per cent of taxable payroll. These 





SAMUEL S. Ress, an associate member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and chairman of its Subcommittee on 
Unemployment Insurance. 
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rates included the 0.1 per cent sub- 
sidiary tax added to the computed ex- 
perience rate of employers in 1958. No 
subsidiary tax will be assessed 01 tax- 
able payrolls for 1959. However the 
1959 experience rate maximum for 
qualified employers was raised to 2.9 
per cent from the former 2.7 per cent 
provided before the 1958 unemploy- 
ment insurance law amendments. 


For the 95 firms with $10 million or 
more each in annual taxable payrolls, 
the average 1958 tax rate was 1.15 per 
cent. For 22,500 firms with less than 
$5,000 each in annual taxable payrolls. 
the average tax rate based on “experi- 
ence rating” was 2.04 per cent. . 


Apparel and construction firms. as 
in past years, had the highest average 
tax rates in 1958, 2.38 per cent and 
2.42 per cent, respectively. However, it 
is interesting to note that even in the ap- 
parel manufacturing and in the con- 
struction industry 30 per cent of the 
employers with 46 and 45 per cent of 
the taxable payrolls respectively. re- 
ceived reduced rates. It would appear 
that neither size of firm nor the in- 
dustry in which the employer operates 
preclude reduced unemployment insur- 
ance tax rates if appropriate measures 
are taken by the firm to protect its un- 
employment insurance experience rale 
account. Firms with reduced rates gen- 
erally install unemployment insurance 


November 











a eee ee ee 


ey ee a ee ee 


COrIN ene Wee 


195§ 


38 


sub- 
| eX- 
No 
tax- 
the 
for 
2.9 
cent 


ploy- 


mn or 
rolls. 
) per 
than 
rolls. 
perl: 


5, aS 
rage 
and 
er. it 
e ap- 
con- 
the 
of 
re- 
ypear 
e in- 
rates 
nsur- 
sures 
s un- 
rale 
oven- 
rance 


»mber 











Payroll Tax Notes 


rate control systems and procedures 
suitable for the particular employer. In 
this way. substantial tax savings may be 
effected. 

The following table prepared from 
information furnished by the Division 


1998 AVERAGE TAX RATE TABLE 


of Employment of the New York State 
Department of Labor may be used by 
accountants who wish to compare the 
tax rates assigned to their clients for 
the year 1958 with the averages for the 
industry division or group. 


BY DETAILED INDUSTRY CLASSIFICATION 


FOR NEW YORK STATE UNEMPLOYMENT INSURANCE 


(Average rate per dollar of taxable payroll) 


Industry 





















Rank in : Firms Qualified for All Covered 
Group Division and Group Classification Experience Rating Firms 
ALL. TRS RES cnckceacivinceseus sccsasavevvivwsvevcssasbeces 1.45 1.60 
eR CCE OT ee EERE Orr er CTeeer ere reer tye c eer e 1.49 1.69 
1 Petroleum refining and allied industries ............ceeeeeeeceees 74 76 
2 TROUMOIO THRMMNBOTINNES | ois cc cin ececcvsceccdcsenguuduraddutndenecwca 1.10 1.18 
3 Printing, publishing and allied industries ................ee00ee 1.12 1.15 
A “COPING Ge ee IE vcccccccndesdtcsavoncascscwcedaaeus 1.14 1.16 
5. ERSETUGNOMER GE FOUNERE POOGUCES cc ccicccccecccccsccescsccesecucss 1.21 1.24 
6 OGG Bie WINE SINIEER oaks ccsccindsesiacesdacnctcvases caowesnes 1.24 1.39 
7 PVURSMNS TACURE MTIMIINEE (6 65.0. 0'cks cossccscscerrecuavecndececuatenens 1,29 1.31 
8 Paper ANd BING PFOCUCtS ...eccescrrrccscsencreccccccsevcecsonee 131 1.36 
9 CORE, I Sie ce cinicicdesecicednciddceateccenacateweseseds 1.35 1.53 
RG Ch i ee CIES ooo v:i enc cccccvaresendnccdasioewener 1.40 1.48 
11. BERCRMOTY COUNT GEOEEFICEE) ciiscccccccccncnvcccccesccscvcceseeces 1.43 1.49 
12. WRG a ie ake NE ono oo sis dei cia civics csremen dine tonisicueenne cancie 1.50 1.57 
13. Fabricated metal products 1.55 1.63 
14, Ordnance and accessories 1.62 1.63 
15, Electrical machinery, equipment and supplies ..............-0.05 1.65 1.75 
16. Furniture and fXtures. ...csccccssccccsccccveccecesccessecccesoesens 1.7 1.82 
17, Transportation equipment ...........ccseccccseccoesecccsccccssccess 1.75 1.85 
18, Rubber and misc. plastic products 1.75 1.89 
19. Lumber & wood products (except furniture and fixtures) ...... 1.81 1.95 
20. Textile mill products 1.87 2.21 
21. Fs EP SE eee 2.04 2.38 
N facturing ind 1.42 1,53 
1. Electric, gas and sanitary .67 68 
2, PUGE TERANOTIEEIO oc cccacacecccencecdcccscesscossccatcceseness 81 81 
i SEIOMEMENL Va ccssopeudactteuinectkcdeccewcegsGoencoecnccuamesecs 82 82 
A “ECA Cen GE NEE: cdiiccencswsieasieveoscanenennshe ceuenws 95 98 
5. Transportation and other public utilities ...........cccccccccveses 1.16 1.20 
i RE Ee EE vig cc coke cere eas nes vcivclenives cvasanenecosmnagnares 1.26 1.27 
De RN 5a cere dha tacneocdie sleds tc resco ven sc snakeaetonevesncesadees 1.48 1.68 
8. Trucking and warehousing ...........ceseeceeeeeceeeceeeeceeeeees 1.49 1.57 
RM, BI siaccccccccecccecccncnsveceencndednvedtoseess 1.50 1.55 
10. Agriculture, forestry and fisheries ..........seeceeceeeee een eeeeeee 2.13 2.37 
HL, Comtract COMBEFMCEION ...0cccccccccccccccccscccccccccsccscsoceceeese 2.26 2.42 
ee a errr errr reer cr rr PoC 1.41 1.49 
WENN EE aos viedo cc ccc sais tcaecsne cass sesagigdeceseceuonenestancds 1.33 1.39 
Retail trade . 
1, General merchandise 1,23 1.25 
Bit VEO cuswcantac Wega vndomdcceccisewe ess Hacewaneucauenraguranuoeadaieadada 1.31 1.38 
3. Automotive dealers and gasoline service stations .............. 1.44 1.48 
4, Furniture, home furnishings and equipment ............eeeeeeeeee 1.45 1.54 
4 Miscellaneous PIE SEE. akc accdaccrcadoncalonteceevaneseeveeues 1.51 1.58 
6. Building materials, hardware and farm equipment ...........+.- 1.52 1.60 
7, Apparel and aCCeSSOTieS .........e see e cece sterner ee eee eee see eeeees iB 1.73 
8 Eating and drinking places ...........seesseeeeeseeeeeee renee eneees 1.66 1.83 
Finance, insurance and real estate ............:.eseeeeeceereeees 1.08 1.13 
DESH ANCE, CUMEIOEE: cccereccccscccsevevicesescsivecvesdeccaccctseceie 79 .80 
2. Holding & investment Companies ........ceceeceeceeceereeeeeeeees -88 1.01 
3. ME cu cchoa nd usdencd snneaesastddedescetkeesteecindeenaanenkeeeegens 93 93 
4, Insurance agents & brokers ......ssseeseeseeeeee tree serene ee eees 1.04 1.07 
5. Credit agencies other than banks .........eseeseeeeeeeeeeeseeeeeee 1.26 1.27 
6 Combination real estate, insurance, loans, etc. .......eeeeeeeeeee 1.42 1.47 
7. Security and commodity brokers ..........ceccoceccccescceccesecs 1.43 1.44 
8. MOA (CGEM, onc dsiise ladciler nis cbeochsweleviedsede tes euewaraneceneueant 1.51 1.63 
NS rere crm rrr ct 1.55 1.66 
Miscellaneous services ........ccccccccccccccccccccccscccscsssecers 1.47 1.50 
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Firms Qualified for All Covered 

Experience Rating Firms 
pac nlinhehadd meat Rees 1.16 1.19 
Pe ORC er 1.53 1.69 
eC eT Ter 1.60 1.66 
PTEeTVeTTeTT rrr rrr eT er 1.76 1.80 





Self-Employment Tax Rates 


The social security tax rates on self- 
employment income, inadvertently, were 


incorrectly reported by this Department 
in the October 1958 issue. The rates 
are as follows: 1959, 3349: 1960. 
1962, 414%; 1963-1965, 514%. 





New York State Tax Forum 


(Continued from page 826) 


ally short-lived corporation sell capital 
assets without being considered a col- 
lapsible corporation so long as certain 
of the stockholders are not dealers in 
such assets. 


To be taxed as a business rather than 
a real estate corporation is not a mat- 
ter of election. One or the other tax 
applies depending on the facts. Article 
9 applies to a corporation when it is 
“wholly engaged in the purchase and 
sale of and holding title to, real estate 
for itself, or wholly engaged in the 
business of subleasing real property 
held under a leasehold for a term of 
twenty years or more, by the terms of 
which the taxes on the real property 
are paid by the lessee corporation as 
part of the consideration for the lease- 
hold...” (Sec. 182; Emphasis added. ) 


The activities and investments of an 
Article 9 corporation are narrowly de- 
fined. While such a corporation may, 
without losing its classification, possess 
without limitation, bonds, notes or other 
obligations of a purchaser of its prop- 
erty which it acquired on the sale of 
its property to the purchaser and which 
are secured by such property, it may 
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not, however, invest more than 10 per 
cent of its average gross assets in other 
types of bonds and securities or in 
stock. Such a corporation may manage 
its own property, but it may not man- 
age property of others for a fee, nor 
may it act as a real estate broker. Own- 
ership of personal property, except that 
which is incidental to its ownership of 
real property, is proscribed. Also, if a 
business corporation controls a real es- 
tate corporation or if the same _inter- 
ests control the stock of the business 
and the real estate corporation. Article 
9 does not apply. 

It is apparent that while it is not a 
matter of choice to be taxed under 
Article 9 or 9A, it may be feasible to 
do business in such a manner as to have 
Article 9 apply rather than 9A if this 
result is desired. 

One point must be noted. The course 
of procedure discussed is practical only 
when a new corporation is being or- 
ganized. If the corporation were al- 
ready classified as coming under Ar- 
ticle 9, change of classification would 
invoke the additional tax of 2 per cent 
and there would be no advantage to be 
gained. 
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Federal Income Taxation 


Decisions and Rulings — Ricuarp S. Hetstemn, CPA 


Commentary 


Committee on Federal Taxation 


Chairman, HERBERT M. MANDELL, CPA 


Decisions and Rulings 


Election With Respect to Consolidated 
Returns 


The Commissioner has ruled that the 
Technical Amendments Act of 1958 
which became law on September 2, 1958 
contains provisions which make sub- 
stantially less advantageous to affiliated 
groups as a class the continued filing 
of consolidated returns. Thus, 
the provisions of Regulations Section 
1.1502-41(a) (2), a new election is au- 
thorized to file separate returns “for 
the first taxable year for which returns 
are due to be filed after the date of 
enactment of the Technical Amendments 
Act of 1958.” (Rev. Rul. 58-471, IRB 
1958-39. ) 

It is important to note that the elec- 
tion “ not geared to the taxable year 
of the group but to the due date of the 
return, Thus, a group whose taxable 
year ended June 30, 1958, prior to the 
enactment date, has the right to make 
an election since its return is due Sep- 
tember 15, 1958, i.e., after the enact- 
ment date. Note also that the 
date” of the return includes any exten- 


under 


“due 





Ricuarp S. Hetstein, CPA, has been 
a member of our Society since 1940. He 
isa member of the Committee on Fed- 
eral Taxation and of the Committee on 
Publications. Mr. Helstein is associated 


with J. K. Lasser & Co. 
1958 


sions of time granted by the Commis- 
sioner. 


The Use of Form 1040A in 1958 


The Commissioner has announced 
that the card return Form 1040A for 
1958 has been revised to cover em- 
ployees with gross income up to $10,000 
and with no more than $200 in divi- 
dends, interest or other income not sub- 
ject to withholding, instead of $5,000 
which was the previous limit. If a joint 
return is filed, the limitations apply to 
the combined income. 

However, since Section 6014, IRC 
1954, provides for the Commissioner to 
compute the tax only if the gross income 
is less than $5,000 and the other income 
$100 or less, the simplification does not 
extend to the computation of tax. De- 
spite the use of Form 1040A, taxpayers 
with $5,000 or more gross income must 
compute their own tax. 

Form 1040A may not be used by 
taxpayers who wish to claim a credit 
for head of household, surviving spouse, 
dividends received, retirement income 
or estimated tax payment. Nor may it 
be used by taxpayers who claim a sick 
pay exclusion or deductions for travel. 
transportation or outside salesmen ex- 
pense which should be shown on line 
6(a) of Form 1040. (IRS News Release 
No. 236, September 4, 1958.) 
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“Substantially All of the Properties” 


In a decision under Section 474, IRC 
1939 (dealing with Korean War Excess 
Profits Taxes), the Tax Court made 
certain holdings which acquire signifi- 
cance because of the somewhat similar 
wording of Section 368, IRC 1954. 
Section 474, IRC 1939, provides for the 
use of a credit of transferor corpora- 
tions by a purchasing corporation where 
the purchasing corporation has acquired 
“substantially all of the properties 
(other than cash)” of the predecessor 
corporation. 

Section 368(a) (1) (C) defines a cor- 
porate reorganization as one in which 
a corporation acquires “substantially 
all of the properties of another corpo- 
ration” in exchange for all or a part 
of its voting stock. 

In this case, the taxpayer was denied 
the use of the credits of certain prede- 
cessor corporations because the court 
held it did not acquire “substantially 
all” of the properties of the predecessor 
corporations. Because the acquiring cor- 
poration did not have sufficient funds, 
it was necessary for it to lease certain 
assets from the predecessor corporation 
until it was in a position to purchase 
them. The Tax Court held that a “lease” 
was not an “acquisition.” Further, it 
held that in considering whether a cor- 
poration acquired “substantially all” of 
the properties, the liabilities assumed 
could not be netted against the assets. 
For example, if the predecessor corpo- 
ration had gross assets of $1,000,000 
and liabilities of $900,000, the transfer 
of assets of $100,000 would not consti- 
tute “substantially all.” (Virginia Ste- 
vedoring Corp. 30 TC No. 105.) 


Effect of Certain Statutory Mergers 


Where a new corporation was organ- 
ized in a different state for valid busi- 
ness purpose to acquire the total busi- 
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nesses of a parent and two subsidiaries, 
and the reorganization was effected 
through a statutory merger in which 
the new corporation was the survivor, 
without any change in the assets, lia. 
bilities or stockholders, the transaction, 
which meets the provisions of Section 
332 (relating to non-taxability upon 
complete liquidation of subsidiaries), 
could qualify as a reorganization under 
both Section 368(a)(1)(A) (dealing 
with statutory mergers) and Section 
368(a)(1)(F) (covering mere change 
in place of organization). 

Revenue Ruling 57-276 (1957-1, CB 
126) had provided that where a reor- 
ganization falls within both such sub- 
sections of the Code, Section 368(a) 
(1) (F) shall apply since it was not the 
intent of Congress that the provisions 
of Section 381(b) be defeated merely 
because an identity reorganization qual- 
ifies under some other provision of Sec- 
tion 368(a) (1). (In that ruling it was 
held that an identity reorganization 
would not break up a_ consolidated 
group.) 

Accordingly, in the instant situation, 
the reorganization falls within Section 
368(a)(1)(F) and therefore the provi- 
sions of Section 381(b) apply. Thus, 
the surviving corporation must file a 
single return including the operations 
of the parent company prior to the 
merger and its own operations from the 
date of the reorganization to the end 
of the taxable year. Thus, for purposes 
of carry-overs, this constitutes a single 
taxable year. The subsidiaries, however. 
must file returns covering their opera- 
tions for their taxable years which en¢ 
on the effective date of the merger. 
(Rev. Rul. 58-422, IRB 1958-34, 14.) 
Furthermore, the acquiring corporation 
may not carry back a net operating loss 
arising in a taxable year ending afte 
the date of the merger to any taxable 
years of the transferor corporations. 
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Commentary 


“Automatic”? Change of Accounting 

Period 

The provisions of the 1958 tax law 
relating to “small business corpora- 
tions” will cause a renewed interest in 
the possibility of changing accounting 
periods for those corporations eligible 
to make the election to tax income to 
the shareholders and not to the cor- 
porations. A change of accounting 
period might be desirable to advance the 
date at which the election could take 
eflect. Suppose a corporation on a 
calendar year basis has eleven share- 
holders but otherwise would qualify as 
a “small business corporation.”  As- 
sume further that in February of 1959 
all of the shares of one stockholder are 
redeemed so that the corporation would 
then qualify. If it continued the 
calendar year basis all of its 1959 in- 
come would be taxed to the corporation. 
If, however, it could change its ac- 
counting period to the year ending 
January 31, it could make the election 
effective February 1, 1959 rather than 
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January 1, 1960. Other common situa- 
tions in which a change of accounting 
period might be desirable could be 
cited as, for example, a change to place 
an electing corporation on a different 
taxable year from that of its stock- 
holders. 

It is natural that first thought should 
be given to the possibility of effecting 
a change of accounting periods under 
the “automatic” rules contained in 
Regulations Section 1.442-l1(c). How- 
ever, to come within these rules strict 
adherence to the conditions required is 
necessary and several questions might 
be raised, particularly with regard to 
the requirement that no previous change 
in accounting period may have beer 
made within the ten prior calendar 
years. 

It seems clear that this rule does not 
act as an automatic bar to corporations 
which have been in existence for less 
than the ten-year period. Such 
porations necessarily must have adopted 
an accounting period at the outset, but 
adoption is not a change of account- 
ing period. Thus, a corporation which 
was formed only five years ago may 
nevertheless qualify if it has not 
changed its period in the interim and 
it meets the other conditions. 

A more uncertain question arises 
where, within the stipulated period, the 
corporation has changed to a 52-53 
week year. (Note that this change 
could have been made without per- 
mission.) Does such a prior change 
of period disqualify the corporation 
from the automatic change rules of 
Regulations Section 1.442-1(c) ? 

Informal discussion with Internal 
Revenue Service personnel has _indi- 
cated that the Service has not yet ruled 
on the point and differences of opinion 


cor- 
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exist within the Service. In view of 
this, a definite possibility exists that a 
taxpayer, having made such a change, 
might be disqualified from making an 
automatic change. 

It is interesting to observe that if a 
taxpayer who makes an _ automatic 
change in accounting period is exam- 
ined and as a result of the examination 
his income is changed so that he no 
longer qualifies for the automatic 
change, he will nevertheless be treated 
as if he made a timely request for per- 
mission to change. The application will 
then be considered on its merits. How- 
ever. “subsequent adjustments” ap- 
parently would not affect qualification 
under “the no change in ten years” 
rule. and a subsequent holding that the 
taxpayer did not meet this condition 
would leave the taxpayer no protection. 

Where these circumstances exist, it 
would probably be wise to submit a re- 
quest for permission to change instead 
of relying on the automatic rules. 


Basis of Stock in Real Estate 

Cooperatives 

The specific terms of a lease between 
a tenant-stockholder of a cooperative 
corporation and the corporation can 
have extremely important tax conse- 
quences. Tenant-stockholders of real 
estate cooperatives pay in lieu of rent 
their respective shares of the operat- 
ing expenses and carrying charges of 
the corporation. Ordinarily, the entire 
amount received by the corporation 
constitutes rental income. Under Sec- 
tion 216 the tenant-stockholder is given 
the right to deduct on his personal in- 
come tax return his proportionate share 
of real estate taxes and mortgage in- 
terest paid by the cooperative corpora- 
tion. The balance of the monthly pay- 
ments made by the tenant-stockholder 
is considered to be a personal expense 
which is not deductible by him unless 
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he is using a portion of the apartment 
for business purposes. 

Where, however, under specific terms 
of the lease a portion of the monthly 
payments to be made by the stock. 
holder-tenant is stated to be attributable 
to the amortization of the corporation’s 
mortgage indebtedness or any other 
capital expenditures, such portion does 
not constitute gross income to the cor. 
poration. Rather, such amounts have 
been held to be in the nature of volun. 
tary assessments upon the stock and, as 
such, represent additional cost of such 
stock and a capital contribution to the 
corporation (IT 1469, I-2 CB 19); 
874 Park Ave. Corp., 23 BTA 400). 

Thus, for example, assume that a 
tenant-stockholder pays $200 monthly 
to the corporation as his share of the 
carrying charges. Under a specific pro- 
vision of the proprietary lease, so much 
of the payments received from the ten- 
ants as may be devoted to the payment 
of the principal of the mortgage or any 
other capital expenditure should be 
credited on the lessor corporation’s 
books to a “paid-in surplus” account. 
Assuming that one-quarter of the tenant- 
stockholder’s monthly payment was at- 
tributable to mortgage amortization or 
other capital expenditure, $50 each 
month should be credited to the “paid- 
in surplus” account on the corpora: 
tion’s books and the stockholder should 
be so advised. The stockholder’s basis 
of his stock in the cooperative corpo- 
ration would be increased by _ the 
amount of all such additions to “paid- 
in surplus.” 

The tax consequences flowing from 
this treatment of a portion of the 
monthly charges paid by the tenant- 
stockholder as “paid-in surplus” rather 
than income, are of benefit to both the 
corporation and the shareholder. The 
exclusion from the corporation’s gross 
income of these amounts will normally 
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mean that deductions allowable for nor- 
mal operating expenses including de- 
preciation will exceed gross income so 
that there will be no resultant federal 
income tax liability to the corporation. 
On the other hand, the tenant-stockhold- 
er’s basis of his stock will be increased 
by his proportionate share of payments 
for mortgage amortization and capital 
expenditures. 

It must be emphasized, however, that 
in order to obtain this favorable tax 
treatment it is essential that the proprie- 
tary lease between the cooperative cor- 
poration and the tenant-stockholder be 
carefully drawn and specifically provide 
that a portion of the monthly payments 
be attributable to amortization of the 
corporation’s mortgage indebtedness or 
to any other capital expenditures. 


Section 337 and the Bad Debt Reserve 
Section 337 provides, in general, that 
following the adoption of a plan of 
liquidation, gain or loss will not be 
recognized on the sale or exchange of 
the corporation’s assets if the corpora- 
tion is in fact liquidated within a year. 
Where a corporation which is being 
liquidated under Section 337 has a re- 
serve for bad debts which has been al- 
lowed as a deduction for tax purposes, 
the question arises as to whether this 
reserve can give rise to taxable income 
in the year of liquidation. 

The Internal Revenue Service has 
taken the position in Rev. Rul. 57-482 
(1957-2CB19) that upon disposition of 
ths accounts receivable, the need for 
maintaining a reserve for bad debts has 
ceased. Consequently, the reserve should 
be included in taxable income in the 
final federal income tax return. The 
Service considered and rejected the 
view that the bad debt reserve is a val- 
uation reserve which reduces the basis 
of the outstanding accounts receivable. 
Thus, the loss sustained on the sale of 
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receivables at less than their face amount 
is not recognized under Section 337, 
but the restoration of the bad debt re- 
serve to income is taxable since the re- 
serve was not sold or exchanged and, 
consequently, does not come within the 
purview of Section 337. 


Consider the results of this ruling in 
the cases of Corporations A and B, both 
of which are liquidating under Section 
337 and both of which have receivables 
of $100,000. In the past, both A and B 
have used the reserve method for bad 
debts and have accumulated reserves of 
$10,000. <A sells its receivables for 
$95,000 and sustains a loss of $5,000, 
which is non-deductible under the terms 
of Section 337. At the same time, A is 
required to restore the bad debt re- 
serve to taxable income; net result— 
$10,000 of taxable income. B collects 
its own receivables, rather than selling 
them, and ultimately collects $95,000. 
The unused portion of the bad debt 
reserve ($5,000) is then required to be 
included in taxable income; net result— 
$5,000 of taxable income, instead of 
$10,000, as in the case of A, merely 
because B collected its own receivables 
rather than selling them. 


It may be possible to avoid the un- 
desirable result in the case of A by 
simply writing off the uncollectible 
accounts against the bad debt reserve 
prior to selling the receivables. 


Handling of the Unwieldy Form 1120 


Practitioners have complained fre- 
quently about the unwieldy three-page 
Form 1120, and suggestions have been 
made to the Internal Revenue Service 
for redesigning this form to eliminate 
the third page; however, it does not 
look as though a revision will be forth- 
coming. 

One practitioner suggests the follow- 
ing as a simple solution to the problem. 
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He has been tearing off the third page 
(numbered as pages 5 and 6) of the 
Form and inserting it inside the remain- 
ing Form in the same manner as a sup- 
porting schedule or the separate Sched- 
ule D. In this way, the form is com- 
plete and becomes less difficult to handle 
and bind. 


It should be noted that the instruc- 
tions at the top of page 5 state that 
pages 5 and 6 need not be submitted 
if all the information required on these 
pages is submitted on separate support- 
ing schedules attached to the return. 


The Dealer Reserve Dilemma 


Dealers in such items as automobiles 
find, after examination of their 
returns by the Treasury Department, 
that they are no longer able to defer 
year-end balances in the dealer reserve 
accounts, are apt to feel that this action 
is arbitrary and illogical. To the CPA 
involved in such a case, there is a com- 
parable source of discomfiture as he 
finds his arguments bluntly turned aside 
by the force of Rev. Rul. 57-2 (1957-1 
CB 17) which states in part that such 
“amounts withheld by a bank or finance 
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company constitute income .. . 
at the time the amounts are recorded 
on the books of the bank or finance 
company as a liability to the dealer.” 
Yet such amounts are not generally 
available to the deaier at the time they 
are credited to his account. The usual 
stipulation that the amount of the re- 
serve has to equal a certain percentage 
of the total paper outstanding raises the 
barrier to availability. The fact that 
certain of the funds cannot be used by 
the dealer except under the terms of the 


agreement with the lending imstitution 
leads the accountant to question ihe ag. 
cruability of such income. Code See. 
tion 446 gives the taxpayer the right 
to regularly use the accrual basis of 
accounting and the Commissioner the 
right to correct a taxpayer's income to 
“such method as . . . does clearly reflect 
income.” Let’s turn, however. to the 
Spring City Foundry Co. case (292 US, 
182 (1933); Aff’g. CA, 67 F.(2d) 385) 
for a succinct definition of the term 
“accrual basis.” The Court stated: 
“Keeping accounts . . . on the accrual 
., imports that it is the right to 
receive . . . that determines the inclu 
sion of the amount in gross income, 
When the right to receive an amount 
becomes fixed, the right accrues.” With 
the use of this line of reasoning, the 
Tax Court and the Commissioner were 
reversed by U. S. Courts of Appeal for 
the Fourth, Fifth and Eighth Districts, 
and by U. S. District Courts in North 
Carolina and Texas. 

The dealer taxpayer finds himself, 
therefore, in an inequitable situation. 
He is currently taxed upon income that 
is not currently available to him, yet he 
is aware that similar taxpayers in cer- 
tain areas in this country are. by in 
curring court costs, being offered more 
favorable and reasonable tax treatment. 
Why should he go to the expense of 
trying to recover taxes that he will ulti- 
mately pay? What advice can the CPA 
give in these circumstances? Nothing 
but—pay the tax, file a timely claim for 
refund, and wait. 

The dilemma is posed. It calls for 
either acquiescence by the Commissioner 
or a well reasoned decision by the Su- 
preme Court. 
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